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Central Banks 
and International Monetary Arrangements 


The Experience of the Past 


The comparatively short history of central banking in modern 
times, dating from Bagehot and Lombard Street’s times, has been 
marked by a widespread recognition of the importance of interna- 
tional cooperation. Among early examples, the most significant may 
perhaps be traced to the time of the Baring’s crisis, when without 
the formality of a written contract (and in apparent disregard for 
formal law’s limitations), the Bank of France extended its assistance 
to the Bank of England by assuming “a moral responsibility from 
which it will not recede” to discount Baring’s bills. 

Central banks’ cooperation acquired new significance in the 
decade after the First World War, when under the auspices of 
the League of Nations and at their own initiative the Federal Reserve 
Bank of New York and other central banks undertook to extend 
and participate in stabilization credits, for the purpose of re-establish- 
ing a world-wide monetary order based on stability and convertibility. 
Cooperation among central banks found a strong expression of 
approval and encouragement in the Report of the MacMillan Com- 
mittee (1931), which recommended that central banks be given 
greater flexibility in their domestic and international operations, on 
the premise that “the main objective of central banks, acting in 
cooperation in the management of the international gold standard, 
should be to maintain the stability of international prices both over 
long periods and over short periods”. The culminant manifestation 
of this cooperative attitude was the establishment of the Bank for 
International Settlements, which soon outgrew the important but 
limited scope of handling German reparations’ accounts to become 
the central organ for exchange of information and consu tion 
among European and certain other central banks. Althou the 
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Federal Reserve Bank of New York, a scheduled original member 
of the institution, refrained from accepting membership, it did never- 
theless establish correspondent relations and close contacts between 
the two banks ensued from the beginning. 

As the fulcrum of monetary authority passed in the thirties from 
central banks to Treasuries, so did cooperation on an international 
plane. The Tripartite Agreement, in 1936, provided an arrange- 
ment (originally between United States, United Kingdom and 
France, later extended to Belgium, Switzerland and Holland), under 
which participants agreed to support the exchange rates of their 
respective currencies by day-to-day advances against forward pur- 
chases of gold. Although the Agreement itself was apparently never 
formally terminated, the introduction of exchange controls and the 
outbreak of war suspended its operations, and it is assumed to have 
been allowed to lapse since then. 

The establishment of the I.M.F. toward the end of World 
War II marked the heyday of Treasuries’ supremacy in domestic 
and international monetary policies, with central banks relegated to 
operating functions. The declining importance of central banks at 
that time was also reflected in the resolution, advanced and approved 
at Bretton Woods, that the Bank for International Settlements be 
liquidated, a resolution that was never implemented and definitely 
lapsed when the Bank was entrusted with the operating functions 
of the European Payments Union. As central banks resumed in 
the fifties their traditional initiative in domestic policies, relying 
again on flexible market mechanisms and managing money and 
credit with a view to the re-establishment of a freer world trade 
system, there ensued a closer rapprochement with the International 
Monetary Fund, as they all came to recognize the basic identity of 
their interests and objectives. 


Financial and Monetary Coordination in the Post-war Period 


Even in earlier post-war years, however, the need and scope of 
coordination between monetary policies and the objectives of the 
International Monetary Fund were felt in various quarters. There 
was a growing view that international action could strengthen the 
efforts of individual countries pursuing courses of internal and 
external stabilization and conversely, such international action could 
be complemented by additional contributions from the stronger 
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countries. The first report of the Organization for European Eco- 
nomic Cooperation, in 1947, estimated that Western Europe was in 
need of stabilization credits or additional reserves of $3 billion, to 
support a movement toward restoration of stability and convertibility 
of currencies. Views in this direction were expressed by the Report 
on Foreign Economic Policy of the Randall Commission (released 
in January 1954), which came to the conclusion that progress toward 
currency convertibility required a two-fold approach, by the Inter- 
national Monetary Fund and by the Federal Reserve System jointly 
with other central banks: 

“For the purpose of a gradual and controlled approach to full 
convertibility ”, the Commission favored in the first place “a much 
more active utilization than heretofore of the International Monetary 
Fund’s holdings of gold and convertible currencies” and “to this 
end... also any reasonable relaxation... that might be required, such 
as a relaxation of the time schedule for utilization of quotas and the 
provision for maintaining fixed parities ”. 

“As a second means of strengthening foreign reserves” the 
Commission went on to recommend... “that the Federal Reserve 
System explore with foreign central banks the possibility of stand-by 
credits or line of credit arrangements. There is ample precedent 
for such arrangements in the interwar period; and the Commission 
believes that this method is superior to any other which might be 
devised to provide for additional possible calls on dollars, both 
because it would avoid an increase in the public debt, and because 
it would be handled more flexibly and informally, and therefore 
more effectively, than a formal grant of credit by our Treasury ”. 

The conclusions of the Randall Commission were, in a way, 
signs of the times. There was, on the part of the International 
Monetary Fund (I.M.F.), a shift from fixed rules toward greater 
flexibility in policies and operations. This found evidence in its 
participation in and support to programs for internal financial sta- 
bilization and external currency convertibility, as well as in the 
strengthening of the automatic repurchase clause of the Articles of 
Agreement with voluntary repayment agreements to be underwritten 
by countries drawing on its resources. On the part of the Federal 
Reserve System, there was in those years a systematic review of the 
“ample precedents” mentioned in the Randall Report — namely, 
the powers and procedures followed in stabilization credits and 
related operations in the twenties and the thirties. Consideration 
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was given to the possibility of the System’s participating, jointly 
with other central banks and the International Monetary Fund, in 
any new international monetary program designed to alleviate the 
dollar shortage and support moves of European monetary authorities 
toward elimination of exchange and trade restrictions. The general 
improvement in the economic and financial positions of European 
countries and their rapid progress toward convertibility obviated the 
need for such program, until at least the reversal in capital move- 
ments and balance of payments trends revived the problem in a 
new aspect, unforeseen by many, of abundant dollars and scarce 
European currencies. 

The emergence of a persistent imbalance in the foreign pay- 
ments of the United States and of gold outflows, related to a cumula- 
tion of capital movements and foreign aid and defense outlays in 
excess of current account surpluses, has brought about a growing 
need for closer cooperation between the United States and its 
Western Allies. In the past months, since the inauguration of a 
new Administration in Washington, consultation and coordination 
on financial and monetary policies have been conducted through 
three principal channels: 


1) At the governmental level, the new Organization for Eco- 
nomic Cooperation and Development provides the channel through 
which member countries exchange views and coordinate policies 
involving budgetary appropriations and allocation of funds, legis- 
lative actions, and other governmental decisions for internal and 
external purposes. Two committees of this organization deal with 
economic growth and with financial and monetary policies, indicative 
of the importance attached to such aspects as defense costs, foreign 
aid, and general economic cooperation. Responsibility for participa- 
tion in the work of this organization rests primarily with officials 
at the ministerial level of Treasuries and Economics Departments of 
the member governments, and on their chief assistants, with par- 
ticipation for other organs — such as central banks — on a case 
by case and technical basis. 


2) Discussions on monetary policies have found a proper forum 
in the monthly meetings at the Bank for International Settlements, 
which are attended regularly by the Governors or Presidents of the 
respective central banks and their chief officials, with representation 
from Treasuries or other organs on an occasional and “ observer ” 
basis. It is noteworthy that the Federal Reserve System has extended 
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since the end of 1960 its usual attendance to annual meetings to a 
regular participation in monthly meetings, with representation by 
the highest officials of the Federal Reserve Bank of New York and 
the Board of Governors. This practice has already contributed to 
exchange of information and the shaping of policies of mutual 
interest across the Atlantic, in an atmosphere of mutual confidence 
and cooperation. As for the European central banks, these meetings 
have provided the opportunity for the decision last March to coope- 
rate “closely in the exchange markets” — including holding of 
reciprocal balances in mutual support of their currencies. 


3) The coordination of financial and monetary policies, arrived 
at governmental and central banking levels by European and North 
American countries through the O.E.C.D. and the B.LS., is effected 
in the framework of the interests and objectives of the world at large 
through the I.M.F.. This institution, which elaborated in recent 
years comprehensive programs for combining the tasks of monetary 
stability, liberalization of exchange policies and economic develop- 
ment in other parts of the world, is now engaged in the elaboration 
of a new program for a broader and lasting improvement of the 
international reserve and payments system. 


This approach to current problems, through different institutions 
and at different levels of policy, finds its origin and justification in 
three principal elements. First, the emergence in the United States 
(and in other countries) of divergent tendencies between internal 
economic and external financial conditions has brought home a fact, 
which had been largely forgotten since the early thirties, that monetary 
policy has become again and is likely to remain for the indefinite 
future the art of balancing and compensating contrasting forces with 
a view to attain an optimum combination of objectives. In the second 
place, the experience of recent years has indicated in a pragmatic 
way that the pattern of a free world and a market economy is subject 
to unforeseen changes and not easily responsive to a rigid system 
of preordained measures, but more susceptible to the influence of 
instruments applied in flexible ways and on a case by case basis. 
In the third place, the approach reflects a philosophy that changing 
conditions determine objectives and policies, and that the pursuance 
of policies requires in turn a combination of specialized institutions, 
each conditioned by tradition and organization to deal with some 
particular aspect of the general problem. This mixture of factual, 
pragmatic and philosophical considerations may explain the new 








120 Banca Nazionale del Lavoro 


approach emerging in international financial and monetary relations, 
and it may also provide a basis for a coordinated action, between 
the Federal Reserve and other central banks and the I.M.F., to 
broaden the basis of operations and add to the flexibility of policies 
designed to meet new and shifting objectives. 


The International Monetary Fund (I. M.F.) in a World of Convertibility 


Whether gold or currencies have been used in settlement of 
international transactions, the world has always been beset with the 
problem of too much or too little — and since last war’s end, this 
problem recurred in the form of dollar shortage, liquidity crisis, 
and movements of funds and gold between reserve centers and the 
rest of the world. So long as war and inflation caused one-way 
movements of funds from the world at large to isolated havens 
(United States, Switzerland), general reliance for control was placed 
on direct restrictions, but the rehestablishment of convertibility in 
leading countries has brought about a return of refugee funds and 
multi-ways shifts of new funds in response to interest rate differen- 
tials and speculative expectations. In these conditions, national and 
international authorities are reviewing and adapting their instruments 
of operation with a view to regulate the flow of funds in open 
markets and to stabilize the economies internally and externally. 

In this framework, the I.M.F. has been considering for some 
time its powers, resources and operations in relation to the potential 
exercise of drawing rights by some of its largest individual members, 
or a combination of them, in order to sustain their reserve position 
in presence of payments’ fluctuations and capital movements. The 
magnitude and concentration of such drawings could cause, in turn, 
a scarcity of other currencies in the resources of the Fund. In fact, 
while the United States‘and the United Kingdom, the two central 
reserve holders for and debtors on short term accounts to the rest of 
the world, have potential drawing rights of over six billion dollars 
on the basis of their quotas (and of about eight billion on the basis 
of dollar and sterling holdings adjusted by outstanding drawing), 
the I.M.F. could only count on some $2.5 billion in an assortment 
of various currencies it holds from creditors members (Germany, 
France, Netherlands, Italy, and possibly Canada and Japan) to meet 
such drawing. Under its Articles of Agreement, the I.M.F. could 
cover its need for such scarce currencies through sales of gold or, 
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alternatively, by borrowing such currencies from members or from 
some other sources “on terms and conditions agreed between the 
Fund and the Member ” (Article VII, Section 2). It is to this alter- 
native procedure — the borrowing of potentially scarce currencies — 
that the attention of the Managing and Executive Directors has been 
addressed in recent months. 

In this respect, three plans have been put forward, by Professor 
Robert Triffin (of Yale University), Mr. Edward Bernstein (formerly 
Director of the Research Department of the I.M.F.), and Mr. Max- 
well Stamp (formerly Executive Director of the I.M.F. for the United 
Kingdom), which in substance may be summarized as follows: 

(a) The Triffin plan is presented in two versions, or stages. 
The more advanced would call for the transfer by members to the 
International Monetary Fund of their holdings of reserve currencies 
(i.e., dollars and sterling); as a central depository, the I.M.F. would 
hold these reserves in Treasury bills or other obligations of the 
debtor countries’ governments (United States, United Kingdom) or 
invest them in other securities (such as obligations of the Interna- 
tional Bank and the Inter-American Bank) and pay a commensurate 
interest to the creditors on their balances. Debtor countries would 
agree to extend a gold guarantee on their currencies balances held by 
the I.M.F., which in turn would extend the same guarantee to the 
creditor countries; and would also agree to amortize their balances 
in gold, or to permit a switching from investments in their own into 
other obligations, at a maximum rate of, say, 5 per cent a year (that 
is, during a twenty-years period), subject to balance of payments’ 
considerations. 


In a modified version, or the initial stage of the plan, Professor 
Triffin would provide for the voluntary deposit with the I.M.F. of, 
say, 20 per cent only of dollar and sterling balances by all or at least 
the largest holders. This would have the effect of limiting their 
withdrawals or conversion into gold and of lessening the pressure 
on reserve currencies and, in turn, the pressure that would be exer- 
cised on the I.M.F. by potential drawings from the United States 
and the United Kingdom. Both in its initial and advanced form, 
the ultimate purpose would be to make the I.M.F. a supernational 
monetary authority, endowed with broad powers to shift funds and 
engage in operations in various markets, influence the flow of money 
and credit among countries, and thus affect the levels of national 
and international liquidity. 
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An indication of the recurrence of problems and of the solu- 
tions that are advanced to meet them, is the fact that this plan has 
similarities with one advanced in November 1931 by Mr. Maurice 
Frére (later Governor of the Bank of Belgium and Chairman of the 
Bank for International Settlements), at a time when a liquidity 
crisis had engulfed the major European banks, had led to the 
abandonment of the gold standard by the United Kingdom, and 
had turned a recession in the United States into the Great World 
Depression (1). 

(b) Mr. Bernstein addresses himself to the specific and imme- 
diate problem, namely the need of the I.M.F. for greater resources 
in certain currencies. In substance, he proposes that the I.M.F. 
borrow, by the issuance of certificates of indebtedness, currencies of 
the creditor countries, so that it may in turn be able to use them 
in meeting requests for drawing by debtor countries — with a view 
to offset by the movement of official balances any shift in private 
or banking funds. The proceeds of the borrowing would not, 
according to Mr. Bernstein, become part of the I.M.F. resources, 
and the operations of borrowing from creditors and lending to 
debtors would be exercised by the I.M.F. through a separate account, 
as trustee and intermediary. One may see, however, advantages in 


(1) In substance, this would have involved a commitment, by the banks of issue of 
European countries and the Federal Reserve Banks, to maintain in deposit with the Bank for 
International Settlements a minimum percentage of their gold reserves — any increase in such 
reserves to be accompanied by an increase in the deposit, and a decrease by a correspondent 
release of funds. 

Although from the point of view of the B.I.S. the deposit would be on a long term or 
permanent basis, from the point of view of the banks it would be a demand account available 
for current operations on a revolving basis. Mr. Frére estimated that, on the basis of a ten-per 
cent deposit of their gold reserves, the European and American banks would have contributed 
an aggregate fund of 4 billion Suisse Francs. These deposits could have been effected either 
in gold (to be freely disposable by the B.I.S.) or in any currency, including the national cur- 
rency of the depositing bank, and would have carried a gold guarantee by the B.1.S., which 
in turn could have covered its position either by special terms on its operations or by a general 
agreement among the participating banks. The B.I.S. would have used these funds for place- 
ments at terms longer than customarily eligible for central banks, subject to certain limitations 
as to distribution by maturities (to maintain liquidity of the accounts) and distribution by 
countries (to minimize investment risks). The B.I.S. would have invested the funds at the 
prevailing market rates and paid an interest on deposits based on the lowest discount rate 
prevailing, setting aside any additional profits in a special reserve separately from its general 
profits and reserve accounts. From the economic point of view, Mr. Frére noted that these 
deposits would have, in effect, represented an increase in the gold reserves of the partici- 
pating countries, would have permitted actions intended to correct deflationary impacts of 
conversion of currencies into gold and contributed to redress the situation existing one year 
earlier and to arrest the decline of prices and the business depression. 
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the I.M.F. integrating the currencies obtained through borrowing 
with its own resources, for use in the course of its regular operations 
with drawing members. Irrespective of how this question might be 
resolved on legal and political grounds, the Bernstein proposal has 
recommended itself because of its concentration on specific aspects 
and of its consistency within the existing framework of the I.M.F. 
itself. 

(c) A more recent proposal has been advanced by Mr. Stamp, 
which combines some of the concepts and purposes of the other two 
plans, with emphasis on direction of resources toward economic 
development. In brief, the idea would be to authorize the issuance 
by the I.M.F. of special certificates expressed in, but not convertible 
into gold, which member countries would agree to accept in ex- 
change for their own national currencies and could hold as part of 
their own monetary reserves. The I.M.F. would give these certifi- 
cates to an international agency, which in turn would allocate them 
to underdeveloped countries, for use in financing imports from indus- 
trial countries. To the extent that such certificates would flow back 
to creditor countries, they would reduce the amount of their sur- 
pluses in foreign currencies and gold, and to the extent that such 
certificates were accepted by debtor countries in exchange for their 
own exports they could in turn be used by them in settling their 
accounts with their own creditors. 


Of the three plans, the one advanced by Mr. Bernstein has come 
under active discussion on the two principal grounds that, in con- 
centrating its attention to a specific problem, it is not directed to 
broader scopes of reorganizing the reserve and payments system of 
the world, and also that it is presented within the framework of 
the I.M.F. and is supported by a specific legal provision of the Articles 
of Agreements. This approach comes closer to another plan des- 
cribed in a paper by the Governor of the Bank of Greece, Mr. Xeno- 
phon Zolotas, and to the solution to which the Managing Director 
of the I.M.F., Mr. Per Jacobsson, has directed his attention. In its 
general outline, this would involve a series of stand-by arrangements, 
under which creditor countries would agree to make available to the 
I.M.F. additional funds in their own currencies, in cases when the 
I.M.F. would require such currencies to meet requests for drawing 
in amounts exceeding its own holdings. 

A number of separate questions have been raised however, which 
relate not only to this particular arrangement, but to any broaden- 
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ing of the scope and policies of the I.M.F. to meet current problems. 
There is, for instance, the question how to apply the concept of 
“currency needed” under Article V-2 and the direct or indirect 
effects of the sale or conversion of alternative currencies used in lieu 
of the currencies more directly needed in the practices of trade and 
finance (such as the drawing of, say, Deutsche Marks of Italian 
Lire by a country effecting its transactions in dollars or sterling), 
and a need to reconsider the provision of Article VI-1, to the effect 
that “a member may not make net use of I.M.F.’s resources to 
meet a large and sustained outflow of capital” (originally inter- 
preted in 1946 as limiting the use of I.M.F.’s resources to the meeting 
of current account deficits only). Other questions include whether 
stand-by commitments by members to lend additional currencies to 
the I.M.F. should be fixed in some uniform ratios (for instance, to 
quotas) for all or agreed upon on a country by country basis, and 
what kinds of gold and other guarantee would be required by the 
I.M.F. and its members with respect to operations not clearly con- 
templated by the Articles of Agreement. Last but not least, a 
political question has been raised of the relative voting power of 
countries providing and countries making use of additional I.M.F.’s 
resources, and some creditor country may find preferable to increase 
its quota (with a correspondent increase of its voting power) rather 
than lending additional resources to the I.M.F. (which would leave 
its voting power unchanged). 

Some of these questions may be passed upon administratively 
by interpretations or otherwise within the I.M.F. itself, others may 
involve legislative aspects and possible amendments to the Articles 
of Agreements, and the implementation of any overall program 
will in any event require the allocation of additional funds and, the- 
refore, decisions by member countries at governmental levels. None 
of these technical and procedural questions, however, appear suf- 
ficiently strong to stand in the way of the implementation of new 
I.M.F. policies, once these can be worked out among its most 
directly interested members. 


A Program for |.M.F. and Central Banks’ Cooperation 


Three significant events have taken place in recent months, 
which may provide a lead for new important roles that central banks 
could play in international monetary arrangements, jointly with the 
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I.M.F. The first of these events is the understanding reached by 
European central banks after the revaluation of the Deutsche mark, 
on the basis of which they have been acquiring balances in each other 
currencies for the purpose of offsetting private and speculative move- 
ments of funds and mitigating the effects on their internal credit 
and external reserve positions. The second has been the announce- 
ment by the U.S. Treasury that it is holding a substantial balance 
in Deutsche marks (obtained from a prepayment by Germany of its 
postwar debt) and small balances in other currencies, which are 
subject to repurchase for dollars by their respective authorities; and 
the disclosure that the Federal Reserve Bank of New York — in 
cooperation with the Deutsche Bundesbank — has intervened since 
early in the year in the forward exchange market to ward off spe- 
culative movements and a rise in the dollar-mark rate. Thirdly, in 
view of the mutual interest in international stability (and perhaps 
also of the sustained rate of return obtainable on short-term dollar 
assets), the monetary authorities of certain European (and some other) 
countries have refrained, on their own accord, from converting dol- 
lars into gold, while the United States have been initiating actions 
to bring their foreign payment and transfer positions into balance. 
The extent of these three developments are obviously limited in 
scope, time, and amounts, but they represent, from a general point 
of view, attitudes on the part of monetary authorities and procedures 
in financial relations, that may provide the basis for an approach 
open to individual countries and complementary to any that the 
I.M.F. may devise on an international basis. 

Any arrangement among central banks for mutual cooperation 
— to offset movements of private funds and support each other’s 
currencies — should provide a combination of continuity in basic 
policies and flexibility in terms and conditions. Such an arrange- 
ment could have the advantage of flexible conditions to meet 
unforeseen circumstances, avoidance of solution requiring inter- 
governments agreements, and reliance on the traditional coopera- 
tion and confidence that central banks hold for each other. To be 
effective and lasting, the arrangement should require the participation 
of the central banks of those countries providing “reserve currencies” 
to the rest of the world, such as the United States, the United 
Kingdom and perhaps Switzerland, as well as of those of other 
leading countries in world trade and finance — such as Germany, 
Netherlands, Belgium, France, Italy, and perhaps, outside of Europe, 
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Canada and Japan — that is, in general, the “creditor countries ”, 
which rely on dollars and sterling for their foreign payment, inter- 
national settlements and monetary reserves. Two basic considera- 
tions may be set forth to guide any arrangements for cooperation 
among central banks, namely: 


(a) The general principles should be flexible so as to be applic- 
able to changing conditions on a continuing basis, and also open to 
different central banks which, meeting the conditions and pursuing 
the objectives, might come under the arrangement; 


(b) Any understanding as to particular facilities and limits 
should be reached on the basis of mutual advantages, and consistent 
with the powers, practices, and policies of each central bank. 


The basic argument for central bank-to-central bank arrange- 
ments rather than inter-government accords, is their complete adapt- 
ability: there need not be a general agreement, nay, there need not 
be any formal agreement at all, once an understanding has been 
reached as to the principles and purposes underlying relations among 
central banks. The initiative for reciprocal cooperation could be 
taken informally by individual central banks or discussed in a group 
by those principally interested; separate arrangements could be built 
upon existing correspondent relationships and developed gradually 
on the basis of mutual interests. This system of arrangements should 
be looked upon as a continuing one, but each one may or may not 
carry a specific termination date, as it could be for an indefinite 
period subject to termination upon agreed notice, or for definite 
periods with agreed-upon renewal clauses. This would not impede 
in any way the possibility of setting definite terms for the repur- 
chase of accumulated balances by debtor from creditor central banks 
— either on a time limit or a ceiling basis. In each case the condi- 
tions cculd be adapted to the powers and practices of each particular 
centr?! bank, and various types of arrangements could coexist and 
operete to the same effect. The important point is that whatever 
the ‘crm of the arrangements, they should be such as to operate 
in interrelated ways and provide common binding links among the 
part'c'rating central banks. 

As general conditions, it would be necessary that the central 


ban’ narticipating in such arrangements open and maintain reci- 


proc ' »ccounts — which is the practice in most cases. It may also 
be 2 ved that such accounts would remain free from any restrict- 
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ions that might be imposed upon the currency, and that balances 
therein would be protected against changes in the currency value. 
Irrespective of these and other conditions, that may be deemed 
appropriate in each particular case, there should be among all banks 
participating in such arrangements continuing contacts and exchange 
of information about their practices, intentions and positions, and 
the right on the part of each to make observations to others. Along 
these general lines, a system of reciprocal arrangements among cen- 
tral banks could be outlined as follows: 


A) The United States would join other countries, tied by 
mutual economic and financial interests, in arrangements under 
which their respective central banks — and the Federal Reserve — 
would undertake to operate in each other’s currencies, in order to 
provide support in temporary payment inbalances and to offset, by 
the movement of their own funds, short-term movements of private 
funds affecting the exchange markets of their currencies and their 
international reserve position. 


B) To this end, the various central banks would undertake 
to acquire, hold and sell each other’s currencies in domestic and 
foreign markets and to extend to each other certain credit facilities, 
as may be agreed upon among themselves. Each central bank would 
operate in accordance with its own reserve and exchange powers, 
which it would autonomously determine on the basis of its own law, 
government regulations and policies. It would be understood that 
a central bank could undertake exchange transactions in spot and 
forward markets in currencies of other countries at their request and 
in consultation with all parties concerned. The aggregate amount 
of foreign currencies a central bank would be prepared to acquire 
and hold, and the correspondent credit facilities it would be pre- 
pared to extend thereby to other central banks, could be a matter 
for confidential and ad hoc negotiations; only the amount actually 


held, in the aggregate and not by currencies, would presumably 
be disclosed. 


C) The operation of these arrangements would be automatic, 
in the sense that support by the central banks of creditor countries 
would be granted as a regular matter to currencies of debtor coun- 
tries, within the limits, of course, of the credit facilities extended. 
The operation would be reversible, in the sense that the central bank 
of a country shifting from balance of payments surpluses to deficits 
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could dispose of the currencies acquired; and reciprocal, in the sense 
that balances might be held simultaneously by two central banks in 
each other’s currencies in accordance with back-and-forth capital 
transfers and current payments. 


D) The central bank of a creditor country, accumulating the 
currency of a debtor country, would retain the right to request its 
conversion at the expiration of an agreement, or in maturities accord- 
ing to agreed time schedule or upon reaching the limit of the credit 
facility, whichever earlier. The debtor country, on its side, would 
have the option in meeting its obligation to convert by tendering 
either gold or the currency of the creditor country, at its own discre- 
tion. The currency tendered by the debtor country could be drawn 
from balances it holds, or acquired by drawing on I.M.F. resources. 
(This option would not exclude, of course, other methods of settle- 
ment that may be agreed upon a case-by-case basis, such as com- 
pensation through a third currency or refunding through a market 
issue). 

E) With respect to the maintenance of value, there are strong 
doubts as to whether the Federal Reserve could give a valid and 
binding gold guarantee on dollar balances, and also whether such 
guarantee would be desirable on policy grounds. A clause could be 
adopted for this purpose, based on that used by the United States 
Stabilization Fund, namely the obligation by the debtor to repur- 
chase its currency at the same rate at which it had been originally 
acquired by the creditor. Such clause would protect the creditor in 
case of a devaluation of the debtor’s currency; on the other hand, 
should the debtor’s currency strengthen and be revalued, the creditor 
central bank would find advantageous to dispose of its holdings in 
the market at the new rate, consistently with the spirit and purpose 
of the arrangement; and, finally, should both currencies be devalued 
(or revalued) against gold by equivalent percentages, their exchange 
rate would remain unchanged and so would the rate at which the 
debtor would be required to repurchase its currency from the 
creditor. 


F) These arrangements would be reviewed in the process of 
regular consultations maintained by the central banks through 
their monthly meetings at the Bank for International Settlements. 
In addition, there would be a continuing exchange of information 
among participants, with reference, for instance, to the reciprocal 
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support of their currencies, acquisition and holdings of each other’s 
currencies, and the reciprocal extension of line of credit facilities. 


Such arrangements among central banks would not involve 
any change in the obligations of participating countries as members 
of the I.M.F., nor would they be part of or require any change 
in the I.M.F.’s Articles of Agreement and operating procedures. 
They would, in fact, find a basis in the general framework of 
policies and consultations of this international institution, Access 
to I.M.F. resources by debtor members would require a satisfactory 
understanding on conditions and purposes, and among other matters 
for consultation with the I.M.F. would be, for instance, terms 
of exchange operations carried out by the central banks. It may 
be well to subject such arrangements to two conditions, namely, 
first that the currency of any participating country be convertible 
under Article VIII of the Agreement, and second, such currency 
be acceptable as eligible for reserve in settlement purposes by other 
central banks; conversely, any member restricting the convertibility 
of its currency, under I.M.F. procedures, could be automatically 
suspended from the privileges of the arrangement, and any holding 
of its currency by others would then become automatically subject 
to conversion or repurchase. 

It may be assumed that the flexibility provided so far by the 
I.M.F., and some further liberalization with respect to the limits 
on the use of its resources, would adequately cover drawings (say, 
up to half or over of the quota) that any participant might request 
in order to repurchase its currency from the creditor’s central bank, 
in lieu of its conversion into gold. In view of the fact that such 
drawing might nevertheless exceed the amount of the creditor’s 
currency available to the I.M.F., these arrangements would not 
exclude — and may prove to be depended upon — the proposals 
under current discussion for special borrowing operations by the 
I.M.F. Finally, in the application of these arrangements, the option 
given to debtors to repurchase their own with the creditors’ currencies 
would probably depend on a favorable review of Article VI, to 
allow member countries to draw on I.M.F. resources to cover 
inbalances arising from short-term capital movements of its members. 

The effect of these arrangements, in conclusion, would be to 
provide a primary and flexible line of operations at central banks’ 
level, which would absorb the first and immediate impact of 
movements of funds and balance of payments’ shifts. This would 


2 
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also increase available exchange resources and the overall liquidity 
of the monetary areas of the group, and reduce the use of gold in 
international transactions, both through the retention by creditors’ 
central banks of debtors’ currencies, and also by the option granted 
to debtors to repurchase their own currencies with creditors’ cur- 
rencies drawn from the I.M.F. The arrangements would be, in 
various ways, complementary to any proposal to expand resources 
and uses of the I.M.F.; they would, on the one hand, alleviate its 
need for borrowing additional currencies from creditor countries, 
and postpone, on the other hand, drawings by debtor countries on 
its own or on borrowed resources. In line with the approach of 
relying on a combination of organs and functions, the arrangements 
would provide a three-layers settlement, by reciprocal balances of 
central banks, by the use of I.M.F.’s resources, and by gold. 


The Role of the Federal Reserve System in Central Banking Arrangements 


Because of the role of the dollar and other obvious reasons, the 
success of any program of central banking cooperation in the 
international field will depend on the participation of the United 
States. While foreign exchange holdings and practices of other 
central banks, and more particularly those of European countries 
leave little doubts as to their powers and experience, the long 
absence of the Federal Reserve from this field may have raised 
some question as to whether its participation in international 
monetary arrangements could be supported on the basis of pre- 
cedents and legal powers. 

The “ample precedent” referred to in this respect by the 
Randall Report relates to a series of formal stabilization agreements, 
special credit operations, and deposit arrangements entered into by 
the Federal Reserve Bank of New York with foreign central 
banks during the years between 1924 and 1932. The initiative and 
role of this Reserve Bank in the international field were the product 
of the energy of its Governor, Benjamin Strong, and of his intimate 
relationship with Governor Montague Norman of the Bank of 
England. Both placed their confidence in a close collaboration 
between their banks and in the belief that monetary cooperation 
should not be handled by governments nor could be decided in 
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international conferences, but would be best entrusted to central 
banks and worked out on a case by case basis through personal and 
informal contacts. Consistently with this attitude, Governor Strong 
took the position that the return to the gold standard by any 
country required the institution of a comprehensive stabilization 
program, but that the type of the program was to be adapted to 
each particular case, and did not hesitate to participate in the formu- 
lation of such programs and to support them with the credit of his 
Bank — singly or jointly with other central banks. 

Operating on this basis, Governor Strong concluded, with the 
approval of the Federal Reserve Board, formal stabilization agree- 
ments with the Banking Office of the Ministry of Finance of 
Czechoslovakia in 1924, with the Bank of England in 1925, with 
the National Bank of Belgium in 1925 (which remained ineffective) 
and an effective one in 1926, with the Bank of Poland in 1925 and 
1927, with the Bank of Italy in 1927, and with the National Bank of 
Rumania in 1929. These agreements were for period of one to two 
years and for amount of between $10 million and $200 million; 
the Federal Reserve Bank of New York assumed the entire commit- 
ment in three cases [Czechoslovakia, England and Poland (1925)| 
and in other cases took the initiative jointly with the Bank of 
England. These two banks shared participation with other central 
banks (between g and 14, normally 12) in loans ranging each 
between $20 and $75 million, the Federal Reserve contribution 
amounting to between $5 and $15 million (normally, one fifth of 
the total loan commitment). In the cases of England and Italy, 
the Federal Reserve agreements were accompanied by private loans 
extended by J. P. Morgan and Company to their respective govern-~ 
ments. On the whole, the commitments assumed by the Federal 
Reserve Bank aggregated $265 million, of which the highest amount 
($230 million) was outstanding between 1925 and 1926. Two of the 
loans (to Czechoslovakia and Poland - 1925) were on gold collateral, 
the agreements with Belgium, Poland (1927), Italy and Rumania 
provided for the purchases of commercial bills in the markets of 
the borrowers; and the agreement with England, by far the most 
important, represented a combination of transactions. 

This agreement provided for a stand-by commitment by the 
Federal Reserve Bank of New York to the Bank of England in 
three interrelated transactions: 
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(a) The Reserve Bank agreed to sell gold on credit to the 
Bank of England from time to time, over a period of two years, 
not to exceed $200 million at any one time; 


(b) Upon the purchase of gold, the Bank of England agreed 
to place on its books to the credit of the Reserve Bank an equivalent 
amount of pounds sterling; 


(c) This deposit could be “ used from time to time by arran- 
gement with the Bank of England” in the purchase by the Reserve 
Bank of sterling bills guaranteed by the Bank of England. 


The operations under this agreement were guaranteed by the 
British Government, the purpose of such guarantee being an 
assurance from Parliament that no legal obstacles would be inter- 
posed to the repayment “such as would be the case if a gold 
embargo had to be reimposed”. Any balance outstanding at the 
termination of the agreement was to be payable at the Reserve 
Bank in gold or its dollar equivalent. Similar guarantee and com- 
mitment were also included in other agreements, such as the one 
with Italy. Finally, no commitment charge was levied on this 
loan and the interest rate was fixed at one per cent above the 
Reserve Bank rediscount rate, with a range of between 4 and 6 
per cent; any interest obtained on sterling bills was to be applied 
against the payment of interest. 

This agreement played a decisive role in England’s return to 
the gold standard; nevertheless, like most other agreements, was 
not utilized and was terminated without renewal on expiration 
date. Significantly perhaps, the success of these agreements in the 
twenties was measured by the support given to stabilization by 
their negative use: as an indication of the soundness of the program 
and the degree of confidence generated by the existence of additional 
resources on a stand-by basis. 

Perhaps more important from the stand-point of current possi- 
bilities are the special operations in which the Federal Reserve Bank 
of New York engaged, by extending credits through purchases of 
commercial paper from the central banks of Hungary (1929, 1931) 
and Austria, Germany, and England (all in 1931). These credits 
were extended as a rule in participation with other central banks, 
and the Bank for International Settlements became a regular parti- 
cipant from the beginning. The aggregate amount involved is 
estimated at $259 million, of which $125 million to England and 
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$100 million to Germany, and the Federal Reserve participation 
amounted to $154 million. The credit to the Bank of England was 
extended on August 1, 1931, in addition to a separate and equi- 
valent credit from the Bank of France. Both credits were used by 
the Bank of England during the crisis which led to the abandon- 
ment of the gold parity for the pound sterling on September 21, 
and were repaid on maturity after three months. In connection 
with the conduct of operations in foreign currencies, the Federal 
Reserve Bank of New York established in 1931 a $10 million deposit 
account with the Bank for International Settlements, part of which 
was invested from time to time in commercial paper, but whose 
purpose was to provide participation in credits extended to central 
banks. This account was gradually drawn after 1932, and liquidated 
in 1935. 

The discussion of these stabilization or special foreign operations 
does not, of course, include short term loans on gold which have 
been traditionally made available to foreign central banks on a three 
month basis (with renewals usually up to one year) to provide dollar 
exchange for seasonal or other short term needs. The Federal 
Reserve Bank of New York continues nowadays the practice of 
extending such loans, in participation with other Reserve Banks, 
in the regular course of the System’s foreign operations. 


The Legal Basis for Federal Reserve Operations 


From a legal point of view, it may be noted that while stabiliza- 
tion and special foreign operations of the Federal Reserve Bank 
of New York were all concluded by 1935, when the Federal 
Reserve Act underwent its major revision, the powers under which 
these operations were carried out remain substantially unchanged 
nowadays in the Act itself. Of political significance, on the other 
hand, is that the process of policy formulation has been largely 
shifted from New York to Washington. Foreign operations in the 
twenties and early thirties were conducted under three main powers 
vested by the Federal Reserve Act in the Federal Reserve Banks, 
which may be summarized as follows: 


aa. The authority “to deal in gold bullion at home and 


abroad, to make loans thereon” (Section 14-2-a) was the basis for 
the agreements with Czechoslovakia and Poland (1925) and was 
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also used jointly with other provisions in the agreement with 
England. The same paragraph of the section gives the Reserve 
Bank authority “to contract for loans of gold coins and bullion, 
giving therefore, when necessary, acceptable security, including the 
hypothecation of United States bonds or other securities ”. 


bb. The authority “to buy and sell with or without its 
endorsement, bills of exchange (or acceptances) arising out of 
actual commercial transactions ” (Section 14-6-e) provided the basis 
for the agreements with Belgium, Poland, Italy and Rumania, as 
well for the special operations with Hungary, Austria, Germany and 
England (1931), and was also used jointly with other provisions in 
the agreement with England (1925). This authority may be related 
to another provision contained in Section 14-1, to the effect that 
Reserve Banks may “ purchase and sell in the open market, at 
home and abroad... cable transfers and bankers’ acceptances and 
bills of exchange... eligible for rediscount, with or without the 
endorsement of a member bank ”. 


cc. The authority “to open and maintain accounts in foreign 
countries, appoint correspondents and establish agencies in such 
countries wheresoever it may be deemed best for the purpose of 
purchasing, selling and collecting bills of exchange ” (Section 14-6-e) 
was used jointly with other provisions in the agreement with 
England and in the deposit arrangement with the Bank for Inter- 
national Settlements (and in a special instance, by itself without 
reference to “ purchasing, selling and collecting bills of exchange ”). 


dd. The authority “to buy and sell, at home and abroad ” 
obligations of the United States Government has never been used 
— presumably because in the twenties (when securities operations 
in the domestic market were beginning to develop) the other 
powers appeared both adequate and practical from the stand-point 
of transactions in foreign markets and with foreign central banks. 


The existence of these powers in the Federal Reserve Act and 
their use in the past provide a legal basis for possible international 
monetary operations at this time. For instance, under present 
circumstances the Federal Reserve could acquire balances in foreign 
currencies to be used in support of the dollar in exchange markets 
(in the United States or abroad) by crediting dollars on its own 
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books against being credited local currencies on the books of 
correspondent banks, or by selling for foreign currencies (to banks 
or in various markets) bills of exchange, acceptances, and United 
States securities; or it could intervene in gold and exchange markets 
abroad by purchasing dollars against sales of gold, not drawn from 
the stock of the United States Treasury but obtained on loan from 
foreign monetary authorities, with or without the collateral of 
United States securities. Two minor points may be noted, however. 
In the first place there has been considerable variance, in legal 
opinion, as to whether the power to open accounts abroad could 
be used independently of, or only in combination with, the purpose 
of dealing in bills — a question resolved in different way at different 
times and places, and presumably subject to broader policy considera- 
tions. In the second place, dependent upon such determination and 
in view also of the change in practices and structures of money 
markets throughout the world, it might prove advisable (but by 
mo means necessary) to amend the Federal Reserve Act to as to 
provide authority for Reserve Banks to deal in Treasury bills of 
foreign governments, of types and maturities equivalent to those of 
the United States Government, as part of deposit accounts or other 
special arrangements entered into with foreign central banks. 
Apart from these points, there are three more significant 


changes which have taken place in the policy formulating process 
and should be noted: 


(a) An amendment of 1933 to the Federal Reserve Act pro- 
vides that the Board of Governors “ shall exercise special supervision 
over all relationships and transactions of any kind entered by any 
Federal Reserve bank with any foreign bank or banker... and all 
such relationships and transactions shall be subject to such regula- 
tions, conditions, and limitations as the Board may prescribe” 
(Section 14-8-g). Although it may be noted that representatives 
from the Board participated in Governor Strong’s negotiations with 
the Bank of England, and the agreement itself — like any other 
agreement, operation and account — was subject to Board’s approval 
in 1925, as required under the Act at that time, this amendment 
was intended to stress the role of the Board in a spirit which has 
been interpreted in certain quarters as restrictive of the foreign acti- 
vities of the Federal Reserve Bank of New York in particular, and 
of the international role of the Federal Reserve System in general. 
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(b) Under the Gold Reserve Act of 1934, all right of the 
Federal Reserve System to “ any and all gold coin and gold bullion ” 
was transferred and vested in the United States, and “ the conditions 
under which gold may be acquired and held, transported, melted 
or treated, imported, exported, or earmarked... (b) by the Federal 
Reserve Banks for the purposes of settling international balances ” 
(Section 3) are prescribed by regulations of the Secretary of the 
Treasury, with the approval of the President. In this respect, 
therefore, the Federal Reserve may no longer enter directly into 
agreements involving in any way transactions in gold, except under 
general regulation or special license issued by the U.S. Treasury, 
or in operations conducted in participation with or on behalf of the 
U.S. Treasury. 


(c) The policies and operations of all agencies of the United 
States Government, including the Federal Reserve, “ which make 
or participate in making foreign loans or which engage in foreign 
financial, exchange or monetary transactions” were made subject 
by the Bretton Woods Agreement Act of 1945 (Section 4) to coor- 
dination by the National Advisory Council on International Monetary 
and Financial Problems — an organ presided by the Secretary of 
the Treasury and of which the Chairman of the Board of Governors 
has been a statutory member since the beginning. The participa- 
tion of the Federal Reserve System in inter-central bank arrange- 
ments of any kind would, therefore, require advance consultation 
with, and in practice assent from the Council. 


Apart from the powers vested in Federal Reserve organs, the 
Federal Reserve Bank of New York could participate in any 
international financial or monetary arrangements as fiscal agent 
of the U.S. Treasury either on behalf of the United States Stabiliza- 
tion Fund under its legislation, or under other existing legislation, 
such as Civil War legislation authorizing issuance of securities in 
foreign markets, or under new special legislation. However, any 
substantial expansion of activities by the Stabilization Fund would 
require the authorization by Congress of additional funds, and it is 
doubtful whether any operations for the U.S. Treasury, under existing 
legislation, could be as adequate and flexible, in amounts, timing, 
extent, and negotiations, as the operations and arrangements that 
could be undertaken by the Federal Reserve under its own powers. 
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It should be recognized that, irrespective of whether the Federal 
Reserve would operate on its own account, or conduct operations 
jointly with the U.S. Treasury, or act as fiscal agent on behalf of 
the U.S. Treasury, a policy decision to enter in any international 
monetary arrangement involving a substantial change in its foreign 
operations (such the decision to hold foreign balances, extend or 
obtain foreign credit facilities, and assume open or implied commit- 
ments with foreign central banks or governments), could not be 
reached outside, but only within the U.S. Government, in a process 
of full consultation and with the assent of all directly-interested 
organs. On the other hand, as is the practice for other organs of the 
United States Government, the implementation of the policy would 
be the principal responsibility of the Federal Reserve (or Treasury) 
and the day to day operations would be carried out by the Federal 
Reserve Bank of New York, in accordance with current practices 
and relations. All in all, therefore, while it is important and 
significant in many ways to determine the organ that would initiate 
and conduct particular operations, policy decision would be vested 
in the entire United States Government, and not in any particular 
part of it. 


The Opportunity of the Present 


The lesson of the post-war years shows that no country can be 
immune from shifts in international payments: while the United 
States had become in war and post war an haven for refugee money 
and an arsenal for defense and recostruction, the expanding economic 
recovery abroad has brought money back to and moved goods out 
of the industrial centers of Europe and Asia. Even in a more 
normal pattern of economic trends, the rise and fall of income and 
activity, through their effects on marginal profits and money 
yields, is inducing capital movements which may at times com- 
pensate, at times aggravate deficits or surplus on current accounts. 
The renewed mobility of private investments and the growth of 
foreign government expenditures, whether for aid or defense, are 
characterized by long leads and lags, which make for difficult adjust- 
ments in fluid, short-run situations. 

Under these conditions, it becomes of great importance and 
urgency to devise equilibrating instruments, responsive to trade and 
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market forces and adjustable in accordance with financial and 
monetary policies. A central bank arrangement, because of its 
quasi-automaticity and fiexibility, could absorb an initial flow of 
private capital as it occurs and alleviate adverse trade pressures on 
a currency as they appear. On the other hand, a prolonged or 
acute payments’ deficit would bring the debtor country into the 
I.M.F. for drawing and consultation, and the persistence of inba- 
lance would impose upon it the discipline of a gold outflow. Thus, 
the sequence of flexibility, consultation, and discipline would com- 
bine facilities for adjustment of temporary or cyclical shifts, with 
increasing restraint for longer or fundamental maladjustments. 

From this overall point of view, and taking into account the 
role the I.M.F. would play in extending drawings with its own and 
borrowed resources, the amount of credit facilities that would be 
needed by central banks for the successful operation of a reciprocal 
arrangement may well be kept within proportion of their overall 
resources. Using the Federal Reserve as an example, and the 
amount of commitments extended in the twenties, a comparable 
amount would now be between one and four billion dollars, in 
line with changes in certain indicators, such as the gold stock (1:4.5), 
the Reserve credit outstanding (1:19.0), the money supply (1:6), 
and the national income (1:5). Such amounts, covering all facilities 
with respect to all currencies, represents a range of upper figures 
that would not be reached except under circumstances of persistent, 
general, and overall surpluses. The actual amount outstanding at 
any given time would be normally lower than the aggregate com- 
mitment, and subject to swings in payments and transfers both in 
the overall and with respect to individual countries. 

Irrespective of any amount that might be allocated, the Federal 
Reserve (or any other central bank) might find it preferable if its 
exchange operations were carried out in line with but outside of 
the management of domestic monetary policy. From this point of 
view, central banks could rely upon a special fund, drawn from 
their capital account surplus and current excess earnings, for the 
purchase of foreign currencies. They could operate, on the whole, 
like stabilization funds operated in the past, which offset exchange 
operations with securities transactions in line with the requirements 
of their domestic monetary policy: that is, when selling foreign 
exchange, they used the local currency proceeds to purchase Treasury 
bills from the market, and when buying foreign exchange they 
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raised the local currency needed by selling Treasury bills in the 
market -- without any net change in central bank credit or the 
overall level, in domestic and foreign currencies, of the fund itself. 
In the case of the Federal Reserve, the existence of a capital account 
surplus close to one billion dollars ($817 billion as of the end of 1960 
as compared with $221 million at the end of 1925) could provide 
an adequate basis for any need that might arise in the foreseable 
future to acquire foreign currencies. This amount could be expanded 
in line with trends in international payments and reciprocal balances 
by the allocation of some part of the annual net profits (amounting, 
after dividends, but before franchise tax or transfer to the Treasury, 
to an annual average of $18 million in 1921-1925 and $660 million 
in 1956-60). The magnitude of the resources that the Federal 
Reserve could reasonably make available, in proportion to these 
various factors, appear to be also in general line with gold move- 
ments, inflows or outflows of short term capital, and net debits or 
credits on balance of payments accounts in the recent years — the 
most critical so far encountered by the United States. 

At this time, such central banks’ arrangement for the reciprocal 
holding of each other’s balances would work out in favour of the 
United States and the United Kingdom. Their currencies are 
already held in large amounts by foreign central banks, and the 
reciprocity aspects of the arrangement would probably strengthen 
their willingness to continue to hold such currencies among their 
reserves. The fundamental strength of the American economy and 
the experienced mnoeuvrability of British policies should, however, 
induce other countries to look forward to the possibility, or rather 
the time when their creditor position might turn into a debtor posi- 
tion: when the Federal Reserve and the Bank of England would 
in turn be expected to acquire and hold balances in their own cur- 
rencies. In the case of the United States, as net debtor on short-term 
accounts, its authorities would continue to convert dollar balances 
on demand, but they could meet any request for conversion by 
tendering gold (as in the past and now) or, at their option, by tender- 
ing the currency of the creditor country — whether drawn from its 
own balances or from the International Monetary Fund. 

In conclusion, given the present practices already prevailing in 
the world at large, the United States and the Federal Reserve could 
inaugurate a new tradition by deciding, on their own accord and 
as part of their own policies, to join the rest of the world by adding 
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to their international gold reserves other monetary holdings in some 
foreign currencies. This new tradition would be characterized by 
continuing cooperation among central banks in offsetting sudden 
and temporary shifts of funds and payments, in providing a greater 
flow of available exchange, and in reducing the use of gold in inter- 
national settlements; and would result in a more intimate relation 
between the central banks, as the national guardians of monetary 
policy, and the International Monetary Fund, as the trustee of 
interests and objectives for the world at large. 


The American University. Frank M. TaMaGNa 
Washington, D.C. 





Inventory Investment and the Rate of Interest 


One of the most powerful factors in the business cycle is 
business investment in inventory. Although the annual amount of 
inventory investment is normally a small fraction of fixed invest- 
ment, it is so volatile that changes from one year to the next in the 
rate of investment in inventory tend to be as great as changes in 
the rate of fixed investment. Over shorter time periods, inventory 
investment has much greater variability than fixed investment and 
in fact is considered the major factor in the short business cycle. 

Although there has been some support for the idea that 
inventory investment is highly sensitive to interest rates, most ob- 
servers have held that speculative and other factors are dominant 
and that the interest rate is ignored. It is also argued that large 
firms rely little on short-term bank credit and therefore tend to 
escape the influence of credit tightness, leaving the smaller firms 
to suffer the effects — cost or availability — of thight money. 

This article will show, following a resume of findings on fixed 
investment, that some of the assumptions underlying economists’ 
skepticism of the existence of appreciable interest elasticity of 
demand for inventories are not justified. It will be shown that 
some businessmen do take interest rate levels into consideration when 
fixing inventory targets, so that the idea of such behavior cannot any 
longer be considered farfetched. Finally, some evidence that high 
interest rates did restrain inventory investment in Great Britain 
and in the United States in the late 1950’s when rates finally got 
back to their pre-great depression levels is presented. That evidence 
is not conclusive — especially in view of the coincidence with high 
rates in 1957 of growing excess capacity and declining new orders — 
but it does seem sufficient to justify the recall of economists’ serious 
attention to investigation of the possibilities for valuable anti- 
inflationary contributions from short-term interest rate policy. 
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|. Fixed Investment and Interest Rates - A Resume 


Whatever smoothing of the inventory cycle that could be 
achieved by interest rate policy might not be sufficient by itself to 
justify confident use of that policy. Some findings on the influence 
of interest rates on the fixed capital part of business investment are 
reached in a larger study from which this article is drawn; a brief 
description of these can provide a useful introduction to the in- 
ventory question by disposing of any presumption that effects on 
inventory would have to be the only effects achieved (1). 

Present skepticism about the power of interest rate policy to 
influence fixed investment is grounded on several major conside- 
rations: surveys of business officers have been thought to prove 
business disregard of the cost of money; and statistical evidence is 
thought to show that manufacturers are relatively independent of 
the capital market in the financing of their investment. This 
empirical evidence has been reinforced by a number of a@ priori 
reasons: the risk and uncertainty associated with the longer-lived 
fixed investments make the required rates of return so high that 
plausible changes in interest rates are negligible by comparison; 
fixed technical coefficients preclude appreciable changes in the 
capital intensity of a productive process when interest rates change 
within the plausible range; since the cost of capital is a small part 
of product selling prices — and changes in that cost smaller 
still — fixed investment in expansion is likewise beyond the reach 
of interest rate policy; shorter-lived investments are little influenced 
because their discounted present (“capitalized”) values are little 
affected by interest rate movements. Finally, it is thought that 
monetary measures act too slowly to have effects at the times when 
they are needed. 

As has been described elsewhere (2), the various “ classical ” 
surveys of businessmen made in the later 1930’s and in the late 


(1) A study the writer is preparing for che Brookings Institution of Washington on the 
influence of interest rates on business investment. It will be understood that considerations of 
space require that the findings on fixed investment be presented in oversimplified terms, and 
that discussion of apparently countervailing factors must be foregone. 

(2) W. H. Wuirte, “ Interest Inelasticity of Investment Demand - the Case from Business 
Attitude Surveys Re-examined ”, American Economic Review, September 1956, pp. 565-587. 
A complete discussion of this subject will be found in the study cited in the preceeding 
footnote. 
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1940's represented periods of depression psychosis in which firms 
were unwilling to go into debt unless profits on investment were to 
be extremely high, and investors were unwilling to buy common 
stocks except at prices that made the “cost” of equity capital 
much too high. Moreover, both periods saw very low interest rates 
and the later one saw the intense postwar need for capital equip- 
ment, long delays in equipment delivery, high business liquidity 
and shortages of the management and engineering personnel needed 
for higher rates of investment. The consequent distortions of 
evidence on the role of the interest rate were compounded by the 
sampling procedure used in many of the surveys wich over- 
represented the small firms who relied much more on self-financing, 
are more vulnerable to risk and uncertainty because they lack the 
large variety of independent investment projects that the large firm 
carries out at one time, make much less use of scientific manage- 
ment, and are comparatively unimportant in total capital spending. 

Although various deficiencies or obscurities have prevented the 
results from being conclusive, survey evidence in Britain and the 
United States since the mid 1950’s has shown increasing indications 
that fixed investment may be sensitive to the cost-of-capital effects 
of interest rate policy. These indications are particularly striking 
because they coincided with the generalization of belief in continuous 
(gradual) inflation. The appearance of evidence of interest sensitivity 
is explained by the rapid spread of quantitative techniques for 
evaluating new investment projects among the larger firms, by 
restoration of confidence in the economy which permitted marked 
reductions in the larger firm’s minimum acceptable expected rate 
of return on investment projects and return to reliance on borrowed 
funds, by the related increase in the part played by the capital 
market in company finance. and the appearance for the first time 
in over twenty years of interest rates high enough to be expected 
to attract the business man’s attention. Finally, the recent surveys 
have permitted concentration on the behavior of the larger firms 
that dominate business investment and that, for reasons given above, 
can be assumed to be more open to the influence of the cost of 
capital. 

Evidence from a large-scale survey of the larger British manu- 
facturing companies (3) indicates that a majority require rates of 


(3) See below, p. 167. 
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return on new investment that are below 10°/ net of taxes and that 
two-fifths vary their “judgment of the profitability of new invest- 
ment... from time to time according to the rate of interest”. This 
survey also provided evidence that larger manufacturers’ inventories 
are affectable by the interest rate (discussed below) and that evidence 
is paralleled by similar findings on fixed investment, findings which 
are perhaps still more persuasive because the long term interest 
rate change involved was smaller than the change in short term 
rates pertinent to the inventory decision. A partial explanation for 
the Radcliffe Committee’s contrary interpretation of this evidence 
is given below in connection with the inventory discussion; with 
regard to fixed investment the Committee also seems to have been 
strongly swayed by the testimony of officers of eight giant British 
firms, all of whom denied their investment could be restricted by 
a high cost of money (they can switch borrowing among countries, 
raise large surplus funds while money is cheap and can borrow 
short term as much as is needed if those funds are exhausted before 
money is cheap again; their investments projects are all “ necessary ” 
ones). However, one of the eight firms was insensitive because fixed 
investment was self financed, but was vulnerable to the cost of 
money ar far as inventory investment was concerned; two more 
reluctantly conceded that if they were obliged to borrow long term 
at a time when they considered the interest rate abnormally high 
— the position in which less gigantic firms may often find them- 
selves — they might postpone even “ necessary” projects. And a 
fourth, who emphasized that capital goods prices rose 1% per 
month, also said that only interest rates as high as 12% could be 
a deterrent, but was not asked what its reactions would be if the 
pace of inflation were slower (4). 

Indications that a sizable minority of large American manu- 
facturers take the market rate of interest into account (formalisti- 
cally, at least) in the evaluation of their self-financed investment 
projects is presented in an article containing some of the material 
which will appear in the complete study (5). That article also gives 
a portion of the evidence of the rapid spread of quantitative 






(4) Rapctirre Committee, Minutes of Evidence, p. 797 (Boots Pure Drug), p. 773 
(Vickers), p. 793 (Tube Investments), p. 799 (Associated Electric). 

(5) W. H. Wuite, “ The Rate of Interest, the Marginal Efficiency of Capital and Invest- 
ment Programming ”, Economic Journal, March 1958, pp. 51-59- 
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evaluation of investment projects during the 1950’s and of the 
accompanying reduction in risk aversion and lengthening of eco- 
nomic horizons. It further shows that restrictive monetary policy 
in the United States can be applied on the basis that manufacturers 
desire to obtain on average one fourth of their total long term 
funds (of retained profits, depreciation charges and external funds) 
from the capital market in prosperous years. That degree of 
contact with capital market conditions can be considered sufficient 
because anti-cyclical policy would not be intended to cut back 
business’ planned fixed investments by any more than, say, one 
fifth and because, in a first approximation, the lowest ranking 
fifth of investment projects will have to justify payment of an 
increased cost of capital regardless of whether the next-higher- 
ranking fifth of planned investment is to be self-financed or not. 
The total of external financing appears to be concentrated among 
a minority of the larger firms in any year, but this does not 
mean that a one-fifth cut in total investment would require a 50°, 
cut in the investment, of external-financing firms; a very large pro- 
portion of the larger American firms plan low, self-financeable rates 
of investment even in prosperous years, and it can be assumed that 
the concentration of external financing among relatively few com- 
panies tends to be accompanied by a parallel concentration of total 
investment. 

The question of overconcentration of the higher external financ- 
ing ratios found for British manufacturing industry is disposed of 
by the known correlation between rate of growth and frequency 
of resort to the capital market and by evidence that the capital 
market plays a major part for half the firms (6). 

The @ priori argument that plausible changes in cost of capital 
cannot appreciably shift the choice between more and less capital- 
intensive methods of performing a given production task is shown 
to be exaggerated: the assumption that in the case of United King- 
dom and United States it is the halved, net-of-tax interest cost that 
is relevant is largely incorrect; and the change in the total annual 
costs of the more capitalistic method relative to the less capitalistic 
is shown to be large enough to rule out the @ priori working pre- 


(6) Over a three-year period nearly half of the 1,800 largest stock-exchange quoted 
manufacturing (plus some trade) firms were using the capital market (and a little bank 
credit) to finance at least 50%, of the growth in their net assets (derived from Board of 
Trade Journal, December 16, 1960, p. 1416). 
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sumption of fixed “ technical coefficients of production”. The rapid 
adoption of sophisticated investment selection techniques (“ engineer- 
ing economics”) by the industrial engineers suggests the existence 
of significant freedom of choice among degrees of mechanization and 
degrees of durability. Moreover, there can be no a priori presump- 
tion at all of interest insensitivity in the large portion of fixed 
investment that is made for replacement-modernization purposes. 
As expounded by Duesenberry and Terborgh, this investment deci- 
sion takes the form of choice between the replacement of a machine 
or process now and postponing replacement for one more year. It is 
plausible that the balance of advantage in this kind of “ voluntary ”, 
purely-technical investment decision could be easily shifted by those 
changes in the cost of capital that the authorities could create. 

The argument that expansion investments cannot be appreciably 
influenced by changes in capital costs that would cause the necessary 
sales price of the product to rise only, e.g., 4 per cent is mistaken 
on three counts: 1) It overlooks the fact that the cost of money 
inclusive of that part borne by the country’s tax authorities must 
be counted, just as in the case of labor, in its entirety as a cost of 
production when the selling price is set. 2) It has lost sight (as have 
the other arguments against interest sensitivity) of the authorities’ 
ability to raise the long term rate to levels that business will consider 
abnormally high; a delay of only perhaps one year until rates come 
down will save the firm extra interest payments, not for just a year 
but for 5-10 years. 3) Most important, while a 1° rise in the price 
of the product to be made with newly-built productive capacity 
would not restrict demand for the product very much, expansion 
investments commonly add 5°{-10°%% per annum to the capacity to 
produce products already being made. Even if the 1% price rise 
cut demand for the product by just 0.33°/%, it would still produce 
the worthwhile reduction in total expansion investments of 5%. 

The final @ priori argument against interest sensitivity that 
requires rectification is the popular reasoning that short-lived invest- 
ment projects cannot be much affected, despite the smallness of the 
risk charges added to their required rates of return. That this view 
has survived and become prevalent is due to uncritical acceptance 
of earlier work by the advocates of low interest elasticity. Without 
the rigor of a mathematical or geometric exposition, the reality 
of the situation can be briefly illustrated by reference to the effects 
of interest rate changes on the present values — and hence on the 
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price the market is willing to pay — of short term and long term 
debentures. As is well known, the price of the short lived asset 
(in this case, a security) varies much less for any given interest rate 
change than that of the long lived asset. But the critical question 
is the effect on the relationship between the “cost of producing ” 
the debenture — its issue price of 100 — and its expected “ rate 
of return” — the rate of interest to be paid on that 100. For 
example, a fall in interest rate from 6°94 to 5°, which transforms 
long term debentures offering 5°9/, returns from unprofitable invest- 
ments not worth the price of 100 to profitable ones worth acquiring 
at a price of 100, must do exactly the same for short term deben- 
tures. That wider price movements are involved for the long than 
for the short debentures is (almost) irrelevant. Similarly, given 
equal frequency distributions by rate of return for long-lived and 
short-lived investment projects in a “ state of nature ” — i.e., given 
equality in the interest elasticities of demand for capital equipment 
when the equipment prices are fixed — an assumption which 
underlies the differential discounted present value variability argu- 
ment, then the same proportions of short as long-livel projects are 
made worth paying for by a given interest rate reduction. This 
conclusion holds only when capital goods prices are constant. When 
their supply curves are rather inelastic, a little of the supposed diffe- 
rential interest sensitivity does exist; but it can be shown that over 
all this only increases the total sensitivity of fixed investment to 
the cost of capital. 

It would be argued by many (e.g. W. L. Baumol, M. Friedman, 
A. W. Phillips) that demonstrations of usefully high interest elasticity 
would be irrelevant because anticyclical monetary and public spend- 
ing measures are too slowly adjusted to the requirements of busi- 
ness conditions. The reasons why the various policy adjustment and 
capital-spending lags for American business should be sufficiently 
short to permit important smoothing of the “40 month” business 
cycle have been published elsewhere and need not be repeated 
here (7). These reasons are valid insofar as the cycle process is not 
purely an accelerator process (e.g., the backlog of fixed investment 
projects is worked off and a major segment of fixed investment 
demand falls to, and moves along, a lower level regardless of smaller 


(7) W. Wuite, “ The Flexibility of Anticyclical Monetary Policy *, Review of Economics 
and Statistics, May 1961, pp. 142-147. 
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short-term changes in income). Monetary policy is sufficiently nimble 
in sofar as this is so or to the extent that such autonomous “ shocks ” 
provide the necessary priming for the accelerator process. And a pure 
“ anti-accelerator ” policy (the current effects on investment of recent- 
past changes in national income being accompanied by the opposite 
effects of measures taken in response to the same income changes) 
also appears feasible for monetary policy, even if it is beyond the 
reach of fiscal policy: Recent-past changes in income affect (a por- 
tion of) today’s investment decisions and, hence, the investments of 
the next year and a half. But monetary policy appears sufficiently 
quick-moving so that the monetary measures that are affecting the 
current “ multiplier ” period’s investment decisions can have been 
introduced in response to the same recent-past income change (the 
change from the second preceding to the preceding multiplier 
period); and the distribution of the monetary measures’ effects 
among investments of different gestation periods may be sufficiently 
close to the distribution of the effects that the recent-past income 
change itself had. 

Moderate susceptibility to the influence of the cost of money 
that was restricted to the inventory portion of business investment 
could be insufficient to justify aggressive use of interest rate policy. 
With any presumption of such a restriction shown untenable (and 
very likely in conflict with the facts), it now becomes worth while 
to investigate the possibilities that interest rate policy can influence 
inventory investment. 


ll. Inconclusiveness of a priori and Econometric Evidence on Inventory 
Investment 


The possibilities for useful restriction of inventory investment 
by means of increases in interest rates might be thought especially 
good because of the ease with which a single firm’s inventories could 
be sold off to consumer purchasers in time of full employment (in 
contrast with gross fixed investment which can only rarely be con- 
verted into a negative quantity for a single firm and never can be 
for business as a whole). Even if the inventory investment of most 
large firms could not be restricted at all through interest rate 
increases, the likelihood exists — in the case of inventory uniquely — 
that the investments of the interest-sensitive minority may be not 
only diminished as a positive value but in some cases actually con- 
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verted to a negative value. This means that worth while effects 
may be secured even if firms responsible for most of aggregate 
inventory cannot be affected. 

The use of interest rate policy has been strongly advocated by 
Sir Ralph Hawtrey on the ground that the inventories held by the 
wholesale trader must be very sensitive to changes in interest rates 
because the trader’s cost of doing business is made up in very large 
part of interest on the money invested in inventory. Manufacturers 
and others for whom interest charges on inventory are relatively 
less important should also be somewhat responsive to interest-rate 
changes because adjustments in their inventories of raw and semi- 
finished materials are made without having any effect on the volume 
or efficiency of production: the average size of inventory can be 
reduced, in response to a rise in interest rates, simply by an increase 
in the frequency with which materials are purchased and an appro- 
priate reduction in the size of the average purchase (8). 

Most observers have denied the validity of Hawtrey’s position, 
however, on the ground that the amount of inventory needed is 
rather closely linked to the volume of sales expected with little 
scope being left for variation in response to other, secondary con- 
ditions. Where inventory has been intentionally varied relative to 
expected sales, the variation has been attributed to the much more 
powerful factor of speculation on price movements; plausible in- 
creases in interest rates cannot nullify the stimulus to commodity 
hoarding when the expectation is created that prices will rise by, 
say, 5 per cent in the coming 6 months. It may be added that, 
even if the wholesale trader is relatively sensitive to changes in 
interest, his share in total inventory had declined in Britain to 
only one sixth that of manufacturers. 

The author of a basic American work on inventories, Moses 
Abramovitz, pointed out that during the fraction of a year in which 
funds are invested in given units of inventory, the cost of (changes 
in) the interest charge is very small relative to the profit expected 
from the sale of the given inventory units or relative to the expected 
price increase when speculative inventories are concerned (9). 


(8) See, for example, R. G. Hawrrey, Capital and Employment, 2nd ed., London, 1952, 
Pp- 46-47, 77: 

(9) Inventories and Business Cycles, National Bureau of Economic Research, New York, 
1950, pp. 125-126, 130-131. Abramovitz concluded that there existed “a strong presumption 
that variations in interest rates do not influence inventory movements greatly ”, although, in 
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It will be shown below, however, that interest costs enter 
rational inventory planning formulas in terms of maximum eff- 
ciency of operations (i.e., of a quantified form of what Hawtrey 
was actually indicating) and do not require direct reference to ex- 
pected profit rates. 

Recently, a few students of inventory investment have begun 
to argue that inventory’s insensitivity to interest rates has not been 
convincingly established. The econometrician L.R. Klein, for 
example, believes that some interest elesticity of inventory demand 
could be demonstrated for the United States (10). 

Franco Modigliani, who has helped establish inventory controls 
for a number of large American manufacturers, holds that “ ... varia- 
tions in the cost of money — or in the availability of funds — 
... affect the optimum amount of inventories through the (oppor- 
tunity) cost of holding inventories. While this factor may have 
been overstressed [‘ in traditional economics ’| its significance can- 
not be dismissed, at least pending further evidence ” (11). 

A writer who has been influential in the revival of business 
interest in rational inventory formulas, although indicating that 
rational behaviour would leave the interest elasticity somewhat low, 
still believes that: 


How much effect interest rate variations actually have on inventories 
is an empirical question. Enough data have not yet been compiled to 
provide an answer which will either prove or disprove Hawtrey’s theory. 
The analysis... indicates that changes in the interest rate should influence 
the rational entrepreneur to change his lot size, but two factors are present 
that help reduce the effects of changes in the interest rate. The first 
of these is the economic purchase quantity which varies inversely with the 
square root of carrying charges. The second factor is the set of components 


the absence of usable statistical evidence, he said he was obliged to rely on the 1938 Oxford 
survey of 37 businessmen’s views on interest rates (ABRAMOVITZ, p. 126). The validity of that 
survey and of his interpretation of it are examined below (pp. 163-165). The availability of new 
evidence and the increase in the amplitude of interest-rate variation beyond the 1.2 percentage 
points he assumed (AsraMovitz, p. 125) might have caused him to reach the opposite con- 
clusion. In fact, he now appears to believe that the interest elasticity of fixed investment is 
significantly high (Employment, Growth and Price Levels, Hearings before the Joint Economic 
Committee, Pt.2 Washington, 1959, pp. 464-465). 

(10) L. R. Kvem and A. S. Gotpsercer, An Econometric Model of the United States, 
1927-1952, North-Holland Publishing Co., Amsterdam, 1955, pp. 67-68. 

(11) Franco Mopiciian1, “ Business Reasons for Holding Inventories and their Macro- 
Economic Implications”, Problems of Capital Formation, Studies in Income and Wealth, 
vol. 19, National Bureau of Economic Research, Princeton, 1957, pp- 504-505. 
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other than interest included in the carrying charge. In order to avoid this 
difficulty Hawtrey assumed that carrying charges other than interest 
were small and constant, an assumption that is ordinarily not realistic (12). 


In their simplest formulation, the economic purchase quantity 
(“ lot size”) formulas referred to determine the optimum frequency 
of ordering the raw materials and other components to be consumed 
during the year. Frequent ordering implies small quantities per 
order and a low average level of inventory and therefore low costs 
for carrying inventory (interest, storage charges, etc.); on the other 
hand, infrequent ordering, which requires larger quantitites per 
order and therefore higher average levels of inventory holding over 
the year, implies lower annual costs for placing orders and process- 
ing deliveries (and lower purchase prices because of the discounts 
obtainable on large-quantity orders). The economic purchase quan- 
tity or “lot size” is the size of order for which the sum of these 
two kinds of inventory cost is a minimum. The minimum-cost 
size of order is reduced by any rise in carrying costs and thus the 
optimum size of average inventory holding falls when interest rates 
rise. (Somewhat similar reasoning applies to the holding of goods 
in process and finished goods, although the influence of interest 
costs must be weaker) (13). 

The attenuation of the influence of interest rates by the factors 
presented in the quotation above may be illustrated numerically. 
Twenty per cent per annum of the value of the inventory is a 
typical figure for marginal inventory carrying costs (interest, handl- 
ing, taxes, insurance, deterioration, etc.) (14). A two percentage- 
point rise in interest rates would raise the carrying costs to 22 per 
cent — only a 10 per cent increase — and would raise the square 
root of the carrying costs by only 414 per cent, thus indicating only 
a 4% per cent reduction in inventories (according to the formula 


(12) T. M. Wurrin, Theory of Inventory Management, Princeton, 1953, p. 81. Hawtrey 
assumed that the major carrying cost other than interest was storage and that (marginal) 
storage costs would be low because business tended to own ample warehousing capacity 
(Hawrrey, op. cit., p. 51). The latter assumption seems justified at least for times of under- 
employment when interest rates are cut for the purpose of inducing enlargement of inventories. 

(13) A European source providing an exhaustive discussion of the optimum inventory 
formulas is S. Micua, “ Problémes de gestion opérationnelle des stocks”, Annales de Sciences 
Economiques Appliquées (Belgium), October, 1959, pp- 395-458. 

(14) Inventory carrying costs are said to run from 10 to 25 per cent in the United 
States (Purchasing, May 1956, p. 41). 
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cited above). It will be noted, however, that with actual inventories 
(excluding goods in process) at $74 milliard as of January 1959, the 
rational 414 per cent reduction would be an appreciable factor in 
the United States business cycle. A $3 milliard reduction in these 
inventories concentrated in a 6 month period would be equivalent 
to a one-sixth reduction in gross fixed business investment. 

The operation of the optimum inventory formulas for goods- 
in-process inventory investment is illustrated by data on the “ ma- 
chine setup ” costs for non-continuous process (“ batch” production) 
plants. In such plants the equipment is used at different times to 
make different products or different components of a given product; 
the more frequently the machines are switched to different products, 
the smaller is the average inventory of processed goods that must 
be held. With inventory carrying costs of over 20 per cent, the 
machine setup costs (as suggested in an industrial engineering 
textbook) (15) lead to a 4 per cent reduction in optimum goods- 
in-process and finished goods inventory in response to a two per- 
centage point increase in the interest rate. As above, this is large 
enough to provide an important anti-inflationary effect. 

Of course, the holders of most inventory may not be using 
the rational formulas or not adjusting the formulas’ interest factors 
in step with market rates of interest, or they may find that the 
optimum inventory size is unaffected by such an adjustment because 
of a discontinuity in the rational inventory demand curve (16). 
Nevertheless, the above calculation does show the possibilities for 
significant rationally-based variations of inventory in response to 
changes in the rate of interest; and other, less sophisticated reasons 
for a business to economize on borrowing at high interest rates may 
also be operative. 

The considerations just presented make it necessary to revise the 
accepted view about the part of inventory investment that is moti- 
vated by expectation of price increases. It is true that plausible 
interest rate increases could not prevent inventory investment where 


(15) D. T. Canrretp and J. H. Bowman, Business, Legal and Ethical Phases of Engi- 
neering, 2nd ed., New York, 1954, p. 87. 

(16) Among the sources of discontinuity are discounts for purchases in quantities above 
a certain amount and full utilization of storage capacity. The latter will reduce the interest 
sensitivity in times of full employment but not in times of low employment when excess 
storage capacity should be available, so that only the comparatively small short-run variable 
costs of storage need be included with interest in the figure for inventory carrying costs. 
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a 7% per cent price rise was expected in 6 months if inventory 
carrying costs were zero or I or 2 per cent over that period. But 
with business aware that annual carrying costs are 10° to 25°% of 
the value of the inventory, expected price rises have greatly diminish- 
ed significance. Thus, a 15% annual carrying cost would almost 
be sufficient to nullify the benefits from a 714% price rise expected 
over the next 6 months. This indicates (a) that speculative additions 
to inventory should not be so important as commonly thought 
and (b) that plausible interest rate increases should be able to cause 
significant reductions in whatever speculative investments there are. 

That inventory carrying costs have in fact minimized speculative 
inventory investments is indicated by a late 1956 Fortune magazine 
report that “ These costs are very well known to treasurers, con- 
trollers and financial vice presidents, and these men are now gett- 
ing more say in corporate decision making ” (17). 

The fact that econometric studies have not so far demonstrated 
any valid interest-inventory relationship need not be serious evidence 
against the relationship. In the first place, the limited periods of 
time over which useful inventory data have been available in most 
countries have generally been periods of low or stable interest 
rates (18); interest rates have been so low and their variations so 
small as to be below the threshold of perception in an activity in 
which they obviously could never be a major focus of attention. In 
the few instances in which interest changes have been large, fluctua- 
tions in price expectations (which affect the real rate of interest) 
have been greater than — and generally counteracting to — varia- 
tions in nominal (money) rates of interest. In the United States it 
is only in 1957 and late 1959 that interest rates have increased 
enough to establish even the potentiality of significant influence 
upon inventories. Finally, there is the statistical problem of allocat- 
ing causal responsibility between two factors such as the interest 
rate and sales volume which tend to move in the same direction 
at the same time. 

A recent multiple regression study of total trade and manufac- 
turing inventory investment during 1948-1960 found a very high 


(17) See below, p. 177. 

(18) The data actually needed for cffective analysis would have to be provided on a 
constant-price basis, with a more than annual frequency, and classified by stage of fabri- 
cation — raw materials, goods in process, finished materials (ABRAMovITZ, op. cit., pp. 30-31). 
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correlation between the forecast series (based on pre-existing in- 
ventory-sales, new orders-sales, and order backlogs-sales ratios) and 
quarterly or semi-annual inventory changes. This high correlation 
was found even though the short term interest rate (the average 
prime commercial paper rate in the first half of the semester for 
which the inventory movement was being computed) had to be 
rejected as an independent variable. But the statistical ground for 
rejection of the interest rate “obviously does not exclude interest 
rates as a variable influencing inventory policy, and perhaps a quite 
important variable” (19). Presumably it is the considerations pre- 
sented above which led the investigator to find the statistical rejec- 
tion of interest rates inconclusive. 

Belief in the possibility of finding a causal interest-inventory 
relationship today when none might have been found in the past is 
justified not only by the appearance of high interest rates but also 
by the rapid spread of scientific management in the last few years 
among the large business firms (see above page 144), the group which 
is responsible for most of business investment (20). 


lll. Dependence of Inventory Investment on Short-Term Credit 


Although large firms hold a major part of total business in- 
ventory and the greater part of all manufacturing inventory, recent 
studies in Britain and the United States have reached the conclusion 
that these groups rely comparatively little on bank credit to finance 
their inventory investment. Insofar as this is the case, at least one 
of the links in the causal chain running from restrictive monetary 
policy to restraint of inventory investment is broken. Moreover, if 
large firms’ inventory holdings are self-financed, restrictive monetary 
measures must discriminate against the small firms, whose inven- 
tories are considered to be particularly dependent on bank credit. 


(19) N. E. Tertecxyy, Measures of Inventory Conditions, National Industrial Confe- 
rence Board, New York, 1960, pp. 22, 25-27. 

(20) The domination of inventory investment by large firms in the United States is indi- 
cated by the fact that in 1953 two-thirds of all manufacturing inventories were held by firms 
having $50 million or more of assets and one-half by firms with at least $100 million of assets 
(U.S. InrERNaL Revenue Service, Statistics of Income for 1953, Pt. 2, pp. 71, 75). In Great 
Britain 170 of the larger manufacturing companies are known to hold one third of total 
manufacturing inventory (one fourth of all business inventory). See Board of Trade Journal, 
January 14, 1956, p. 47 and April 21, 1961, p. 932. 
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With more recently available data and the introduction of 
further considerations, it is easily shown that the bank-financing 
link in the chain of causation between monetary policy and inven- 
tories is actually still intact. 


Inventories and Bank Credit in Great Britain. 


The impression has been created that British companies are 
extremely independent of bank credit (“ overdrafts ” or “ advances ”) 
and perforce would have little reason to reduce plans to enlarge 
inventory (“ stock ”) holdings when credit tightened. An investiga- 
tion of the accounts of some 2,500 British companies (mostly 
manufacturers) having shares quoted on any of the U.K. stock 
exchanges (who represent roughly half of the output and employ- 
ment of all private business) criticized the concentration of monetary 
policy measures in the mid 1950’s on bank credit restriction. A 
10% reduction in outstanding advances to the 2,500 quoted com- 
panies would have constituted a reduction of less than 4% of their 
capital plus long term debt (their “ net assets”); and the real effect 
would have been much smaller, since cash holdings could have 
been drawn on to meet part of the loan repayments (21). The low 
ratio of outstanding debt to banks implied — 314% to 5% of net 
assets for all but the smallest company size groups in 1953 — is 
confirmed by the ratio of change in bank debt to change in net 
assets, which was at the same low levels for the period end-financial 
year 1948 to end-financial year 1953 (22). Even when compared 
with the smaller figure of inventories, the ratio of bank credit 
change to asset change was merely 9% over the period (23). More- 
over, the marginal loan-inventory ratio diminished with rapidity of 
growth in assets over the period (24). Finally, 46°/ of the 2,500 


(21) Studies in Company Finance, B. Tew and R. F. Henperson, ed., National Institute 
of Economic and Social Research, London, 1960, p. 77. Previously, R.S. Sayers had con- 
cluded that the larger firms used relatively little bank credit. His reasoning was that they 
were in a stronger position than the smaller firms to indulge the businessman’s instinctive 
abhorrance of bankers, and that the statistics available (referring to U.S. business during the 
1930's) showed decreasing use of bank credit with size of firm (Modern Banking, 3rd edition, 
1951, pp. 241-242). However, events in 1955-58 have caused Sayers to reverse that conclusion 
(Modern Banking, 4th edition, 1958, p. 208, note 1). 

(22) Tew and HeEnperson, p. 80. 

(23) Op. cit., p. 276. 

(24) Op. cit., p. 84. The data appear to explain this by the rapid grower’s having 
started the period with extremely Aigh bank credits, however. 
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firms had never shown an outstanding bank credit in any of the 
six successive balance sheets. Only 22° (one third among the larger 
units) showed an increase in borrowing over the 5 year period (25). 

The role of bank credit in Britain ought not be so inconse- 
quential as these data suggest. It is proposed that they reflect the 
need to rely on company reports referring to one date per year (26). 
It will also be indicated that changes in bank credit during cyclical 
expansions — the kind that monetary policy normally seeks to 
restrain — should be much larger than the average change observed 
over a period of years. Together, allowance for these two points 
restores the presumption that British inventory investment is greatly 
dependent on short term credit conditions. Developments shown 
by the data most recently available, as well as allowance for the 
fact that the 1950’s were a period of credit restriction, confirm this 
dependence on bank credit in “ normal” conditions. 

A strong presumption that the evidence on use of bank credit 
shown by the data from British companies’ end-financial-year balance 
sheets severely understates the role of the banks is easily demon- 
strated in terms of choice of the “natural business year” for the 
balance sheet date and the reinforcement of the resulting bias intro- 
duced by “ window dressing ”. 

British law requires quoted companies to publish only 1 balance 
sheet per year and it permits free choice of the date used. The 
financial year-end dates chosen are in fact dispersed throughout the 
calendar year. Where the firm’s business is seasonal, the choice of 
financial year end tends to fall naturally at a point just after the 
end of the main selling (or trade payment) season. But that is also 
just the time when the firm’s cash holdings should be highest and 
its debt lowest. And the need for high cash holding (and/or large 
unused overdraft lines) at that time is accentuated by the fact that 
taxes, interest and dividends are commonly paid by large firms 
shortly after the balance sheet date (27). 

Thus there is a ivery strong presumption that the only data 
on companies’ use of bank credit available, the sum of the firms’ 


(25) Op. cit., p. 18. 

(26) That this might be a defect was noted, op. cit., p. 77, but any such defect was 
ruled unimportant (p. 91). 

(27) Among quoted companies, the greater part of net cash assets reported in 1953 was 
to be paid out in these forms shortly after the balance sheet date (S.J. Prats, “ The Financial 
Experience of Giant Corporations ”, Economic Journal, June 1957, p. 255)- 
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balance sheet data on loans from banks, show the position when the 
need for credit is abnormally low, and other short term obligations 
are abnormally high, so that they drastically understate the use of 
bank credit by individual firms. This conclusion is corroborated 
by other evidence on the prevalence of use of bank advances in 
British industry. In contrast with the 46°, of quoted companies 
who had never shown an outstanding overdraft (loan), and the 
10% who had shown it only in one of the 6 balance sheets checked, 
and with the half or more of all large companies who showed 
zero overdrafts in their 1953 reports (28), the National Institute of 
Economic and Social Research interpreted one of the surveys made 
for the Radcliffe Committee as indicating that bank credit had 
been used by between one half and three-quarters of the firms, and 
by three-quarters of the better-represented large firms with over 
1,000 employees, in just one 6 month period (the period of credit 
squeeze that began in September 1957) (20). 

A 1956 interview survey found that 70° of manufacturers with 
200-500 employees had used overdrafts during a one year period (30). 
This compares with balance-sheet appearance frequencies of only 
46°, among 690 very small quoted companies (net assets under 
£250,000) or 29°% if those showing overdrafts in oly 1 or 2 of 
the 6 balance sheets checked are excluded. (Among quoted com- 
panies with assets of £250,000-500,000, these percentages rise to 59 
and 38 respectively) (31). 

In addition to the underestimate caused by the necessity of 
relying on balance sheet overdraft figures, for some purposes there 
is a further underestimate that is due to combination of results for 
a succession of years. Normally, it is to be expected that over the 
long run short-term bank credit will bear a stable, fairly small 
ratio to net assets or to inventory holdings. With the gradual 
expansion of capacity, inventory investment occurs that is comple- 
mentary to fixed investment, and represents “ permanent ” capital in 
the same way as does the fixed plant. Relatively little of this part 


(28) Tew and HeEnperson, p. 284. 

(29) Rapcuirre Committee, Memoranda 2, pp. 89, 92, 94- 

(30) H. F. Lypatt, “ The Impact of the Credit Squeeze on Small and Medium Sized 
Manufacturing Firms ”, Economic Journal, September 1957, pp. 429-430; and details for the 
larger firms kindly supplied by Lydall. 

(31) Tew and Henperson, p. 286. 
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of total inventory investment should be financed by bank credits. 
But in cyclical expansions plant is operated more fully than is 
normal, and the ratio of necessary inventory to fixed plant increases 
abruptly. Fear of slowed raw material deliveries and speculative 
actions cause further non-permanent increases in the ratio of inven- 
tory to plant. These marginal inventory movements over the business 
cycle are the ones that should depend most on bank credit. And, 
in normal times, it is only when these very same additions to 
inventory are taking place that restraint of inventory investment 
becomes important. (Henderson’s reference to an average of years 
over which cyclical growth was unimportant is not entirely unjusti- 
fied: during the 1950’s Britain had to try to restrain non-productive 
investments even before cyclical excesses were developing; and in 
these conditions the marginal bank credit/investment ratio need not 
have been much above the lower average ratio). 

TABLE I 

BANK CREDIT AND INVENTORY INVESTMENT 
OF BRITISH QUOTED COMPANIES (a) 














Rise in Value of Inventories | Rise in Reported Bank 


Credit + Rise in Inventories 


(£ million) (percentage) 


1949-53 7 (b) 


1949 10 
1950 12 (c) 
1951 17 (c) 
1952 (— 150) 
1953 (+ 360) 


1954 10 
1955 16 
1956 . 21 
1957 20 
1958 (1400) 





(a) Tew and Henderson provide only the aggregate ‘figures for 1949-53. Separate yearly 
figures are found in NIESR, Company Income and Finance 1949-53, London, 1956, p. 15. 

(b) This 7% marginal ratio for 1949-53 compares with a 9% ratio for the slightly 
different data of Tew and HeENpERSON, p. 276. 

(c) The 1950 and 1951 ratios rise to 26% and 22% if half the part of the rise in value 
of inventory that represents price inflation (rather than a physical increase) is eliminated on 
the ground that it is automatically self-financed — a nominal rise financed by nominal profits 
associated with it (cf., W.H. Wuire, “ The Rate of Interest, the Marginal Efficiency of 
Capital, and Investment Programming ”, Joc. cit., note 3, page 52-53). 
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Separation of the National Institute’s 1949-53 data by years 
shows these points clearly, and the continuation of the data after 
1953 shows an even stronger statistical “ dependence” of inventory 
on bank credit in years of high inventory growth. 

Table 1 shows that the ratio of rise in bank credit to rise in 
value of inventory in years of rapid inventory expansion is two to 
three times the long term average ratio. In the years of low 
inventory investment, total inventory moves closer to its normal 
relationship with fixed plant (and bankers demand that temporarily 
over-borrowed positions be corrected), so that outstanding bank 
credit falls relative to inventory holdings. 

With the marginal balance-sheet ratios of expansion years thus 
shown to be substantial ones, it is clear that elimination of the 
downward bias created by use of balance sheet data would make 
cyclical inventory expansions greatly “ dependent ” on bank credit. 
And further enlargement of the statistical ratio is required to 
eliminate the abnormal depressing effects of the credit squeeze 
exerted during the 1950’s and to account for large companies’ return 
to use of bills of exchange in the mid-1950’s (32). The latter alone 
might double the credit-inventory ratios of Table I (33). 

In sum, to the extent that statistical evidence can be relevant, the 
evidence now indicates that anticyclical monetary policy should not 
henceforth be frustrated by isolation of inventories from conditions 
on the money market. 


Inventories and Bank Credit in the United States. 


As in the case of Great Britain, it is often said that contro] of 
the cost or availability of bank credit cannot have much effect on 
American inventory investment because the companies who dominate 
total inventory changes are very little dependent on short term bank 
credit (34). This view is not the reflection of any downward bias 
from annual balance sheet data. Aggregate balance sheet figures are 


(32) Rapciirre Commitrer, Report, pp. 67-68; Minutes of Evidence, pp. 379-380, 575- 
576. See also the additional adjustment to exclude the automatically self-financed part of 
the nominal (price-level) rise in unchanged physical stocks of inventory, note (c) to Table 1. 

(33) H. B. Rost, The Economic Background to Investment, Cambridge, 1960, p. 241. 

(34) This is the view, for example, of the recent influential report, Employment, Growth 
and Price Levels, by the staff of the Joint Economic Committee of the U.S. Congress (Wash- 
ington, December 1959, pp. 391-392). 
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available for all except the small manufacturing companies at the 
ends of the calendar quarters. That frequency of report should 
eliminate most of the seasonal and window-dressing distortions. 
The opinion that large companies are little dependent on bank 
credit is again explained by concentration of attention on the low 
average ratio of short term bank loans to inventory holdings. It is 
also the result of the fact that, until recently, the data on the 20-odd 
giant manufacturers having assets over $1,000 million could not be 
separated from those of other large firms. These giants use very 
little short term bank credit. They can be properly set aside from 
the other large firms because (a) since separate data have become 
available the giants have played a comparatively small part in 
inventory investment and (b) they actually carry out very large 
amounts of short term borrowing through wholly-owned financing 
subsidiaries who take over the large firm’s normal function of 
giving trade credit to customers but whose debt-ridden accounts are 


TABLE 2 
SHORT TERM BANK LOANS AND U.S. MANUFACTURERS’ 


INVENTORY INVESTMENT 








Share 


Avera Marginal loan/inventory ratio: 
—— e / Y of total 


loan/in- |- _ 





Asset size 
($ million) 


ventory 
ratio, 
June 1956 


(%) 


March 1956-57 


June 1956-57 





Actual 


Adjust- 
ed (a) 





up to 10 
10-50 
50-100 

100-250 
250-1000 
1000-up 


All companies 








28 
48 
48 
54 
35 


31 





(25) 
? 


32 
31 
30 





Actual 


Adjust- 


| ed (a) 


inventory 
change, 
June 
1956-57 
Mh) 





25 (17) 
45 ? 
45 25 
51 16 
36 25 
-4 -4 
29 





It 
6 
8 
8 

46 

21 


Source: Derived from Federal Trade Commission-Securities and Exchange Commission, 
Quarterly Financial Report for Manufacturing Corporations, first and second quarters, 1957. 


(a) The adjusted figures make allowance for the fact that in times of tight credit Amer- 
ican commercial banks require that 20% of outstanding loans be kept permanently on deposit. 
This proportion of outstanding short term bank loans was eliminated from the 1957 loan totals 
and 12% of the 1956 loan totals was eliminated from the 1956 loans totals, as tentative infor- 
mation suggests would be justified. The smallest class of companies is assumed to have had 
no blocked deposits at the start of the period and only a 194 blockage at the end; no assump- 
tion could be safely formulated about the broad next-to-smallest size class. 
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intentionally left unconsolidated with the parent company’s accounts, 
for window-dressing reasons (35). 

The marginal ratios of short-term bank credit to inventories 
for all manufacturing corporations during the most recent major 
cyclical expansion are presented below along with the average ratios 
usually relied on (36). To show that the ratios are very high for 
most of the large firms (even if not for the 23 giants), so that it 
cannot be claimed that small firms’ inventories must bear the brunt 
of short term restrictions, these ratios are shown by size of com- 
pany assets (Table 2). The role of each size group in the total 
inventory expansion is also indicated. 

In contrast with an average loan inventory ratio of 13%, 
Table 2 shows a marginal ratio of 3194 for all manufacturing 
corporations in the period of fastest inventory expansion. And while 
the average ratios decline consistently with size of firm, the relevant, 
marginal ratios rise with size of firm except for the two largest 
size classes, and in all cases remain higher for the next to largest 
size class than for “ small ” manufacturers (assets under $10 million), 
Since these are ex post figures that reflect the operation of restrictive 
monetary policy, they understate the scope for monetary policy 
influence on inventory investment. Even so, the adjusted 30% 
ratio found for the period of more rapid inventory rise among 
firms with assets of $50 million to $1,000 million should be ade- 
quately high for ample monetary effects on inventory (37). 


(35) “ Credit from Large to Small Business”, in Financing Small Business, Report to 
the Committees on Banking and Currency... U.S. Congress, Federal Reserve System, Wash- 
ington, 1958, pp. 489-490. 

(36) The main source for evidence that large firms’ inventory investment is little de- 
pendent on bank credit is D. M. E1semann, “ Manufacturers’ Inventory Cycles and Monetary 
Policy ”, Journal American Statistical Association, September 1958, pp. 680-690. Although 
that study did give some attention to the marginal loan inventory ratios, the chief evidence 
(which was the source of the comparison by size of firm) was either vitiated by the need to 
include the few giant companies which give the appearance of being little dependent on short 
term credit or else was based on the meaningless average loan/inventory ratios, (That study 
contained a number of secondary arguments against using monetary policy to influence inven- 
tories which will be taken up in the fuller presentation of the writer’s study). 

(37) The problem of whether the marginal dollar of credit was used to finance inven- 
tories rather than some other assets reduces -he significance of the statistical loan/inventory 
ratios. Partial correction of possible biases can be made by use of the ratio of change in bank 
loans to change in net short term assets (short assets net of short liabilities other than bank 
loans). When this is done for the adjusted figures, the marginal loan ratio of mid 1956 to 
mid 1957 is found to be 25% for the under-$10 million firms and 26% for all firms with assets 
over $50 million. This corroborates the results fcund for the loan/inventory ratios. 
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The present discussion is concerned with the possibilities for 
influencing inventory investment by changing the cost of money 
(rather than its availability). In that context, the scope for monetary 
policy is not determined simply by the size of the bank-financed 
share of inventory expansions. A rise in the cost of money would 
take its effect even if inventory expansions were not accompanied 
by any increases in use of short term bank credit. The large firms’ 
financial officers would be aware of an alternative to paying 
increased interest rates on the unchanged amount of debt outstand- 
ing, viz: reduction of the planned inventory expansion and repay- 
ment of a part of the existing debt with the funds thereby conserved. 

The several considerations just presented seem sufficient to 
overrule the popular opinion on short-term interest rate policy in 
the United States: the inventory investment of larger American 
companies is mot so independent of bank financing as to preclude 
significant achievements by anti-cyclical monetary policy. 


IV. Evidence on the Potency of the Interest Rate 


The preceding discussion has shown that the deductive and 
inductive reasons for denial of interest rate effects on inventory are 
at least far from conclusive and at worst erroneous. However, it 
has not been possible to establish that plausible variations in the 
interest rate must have an important influence on inventory invest- 
ment. That is a matter which can be determined only by empirical 
evidence on business behavior. No truly satisfactory empirical 
evidence is available. Nevertheless, after careful consideration of its 
possible defects, the evidence that can be found does permit the 
investigator to conclude that the short-term interest rate may 
significantly influence inventory investment. 


British Evidence on the Interest-Inventory Relationship. 


If short-term borrowing is to be significantly affected by interest 
rate changes, Great Britain should provide a good test. With 
somewhat higher and perhaps more volatile bank interest rates than 
those of the United States and with somewhat lower rates of business 
taxation in the last few years, absence of an appreciable interest- 
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inventory causal relationship might approach being fairly conclusive 
evidence that the relationship would not exist in any country (38). 


(a) The Prewar Oxford Surveys. 


With almost no other formal surveys of interest rate influences 
on inventory investment available, it may be worth while to go 
back to the pre-World War II Oxford surveys. As discussed else- 
where (39), various characteristics seem to cause these surveys to 
understate the possible role of interest rates in fixed investment 
decision-making. With interest costs presumably less significant in 
inventory than fixed investment decisions, these surveys must be 
so biased that negative findings could not constitute very useful 
evidence against an interest-inventory relationship. Consequently, 
if the surveys could be shown to record any appreciable amount 
of interest effect, the results would have to be read at the least as 
consistent with usefully high interest elasticity of inventory demand. 

Abramovitz relied for empirical substantiation of his 1951 
conclusions on his finding that “none” of the 37 businessmen 
interviewed for the 1938 Oxford survey “said that the cost of 
borrowed funds affected his calculations about the volume of stocks 
(inventories) he should hold” (40). However, the surveyors did 
report — in, it is true, a grudging way — indications of interest 
rate sensitivity by 2 of the 37 respondents: A consumer goods 
manufacturer “says that bank rate would affect the carrying of 
stocks, but admits that stocks would not be increased solely because 
of a fall in bank rate” (41). The qualification with which this 
case was dismissed acquires significance in the light of the wording 
of the inventory query in the questionnaire distributed for the 
interviewed businessmen’s guidance: “Have you ever increased 
your stocks of raw material on account of a fall in bank rate? ” (42). 
Now bank rate tended to be reduced in times when business was 


(38) The creeping inflation in Britain during the mid-1950's may disqualify any such 
evidence. However, by late 1957 fears of inflation had abated. 

(39) W. H. Wurre, “ Interest Inelasticity...”, op. cit., pp. 572-573- 

(40) ABRAMovITZ, Op. cit., p. 126. 

(41) Oxford Studies in the Price Mechanism, T. Witson and P. W. S. Anprews, eds., 
Oxford, 1951, pp. 28-29. The other case was a merchant who said that only merchants 
carrying inventories for speculation on “ small price changes would be affected, but that 
the volume of stocks of this type was not heavy ”. 

(42) Op. at., p. 27- 
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getting worse, and there would therefore be a tendency at least 
for business to reduce inventories at times of rate reduction. It 
remains possible that the respondent would have been led to reduce 
stocks by a smaller amount because of a rate reduction, or at least 
that bank rate increases would have definite effects on desired stock- 
holdings. (While they might be inadequate to convert a desired 
increase into a decrease, they presumably could reduce the size of 
planned increases or cause a reduction in otherwise unchanged 
stockholdings). In short, if, as the quotations above make likely, 
the discussion was primarily in terms of bank rate reductions (it is 
stated, however, that the guiding questionnaire was generalized in 
the course of discussion), then the inquiry obviously tended to 
exclude the conditions under which the interest-inventory rela- 
tionship would be most likely to be discovered. 

Certain additional considerations must be introduced in the 
evaluation of the fact that all but two of the 37 firms covered were 
insensitive to interest rate changes. “The reason usually given for 
this is either that the business does not borrow from the bank or 
else that the effect of changes in the rate is too small in comparison 
with the profit margin to make any difference ” (43). The first of 
these two reasons may have been important to the conservative, 
depression-bound businessmen of prewar England, but little insu- 
lation of larger business from credit market conditions should 
exist for that reason in current conditions (see evidence presented 
earlier). As for the second reason, required rates of profit may have 
been abnormally high because of the high risk allowances of depres- 
sion times, but evidence presented below shows that desired net- 
of-tax rates of return on new investment are now below 10° for 
a majority of the larger manufacturers. The effect of this decline 
in net profit rates is at least partly counteracted by the accompany- 
ing rise in income tax rates. But, in any case, the height of profit 
margins becomes less of a barrier to interest sensitivity as the Haw- 
treian optimum inventory formulas become popularized. 

A third consideration with respect to the 35 out of 37 firms 
found to have reported complete insensitivity of inventory to interest 
rates is that these include 3 cases of slight sensitivity: “very little”, 
“ practically no”, or “ very small ” effects (44). If the impression that 


(43) Op. ait., p. 28. 
(44) See Oxford Economic Papers No. 1, 1938, p. 15- 
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these replies were primarily about bank rate reductions (excluding 
consideration of rate increases) is correct, then it is fair to assume 
that somewhat stronger reactions would have been reported to a 
more meaningful formulation of the interest-inventory question. 

This assumption gets support from the results of the second 
Oxford survey, made in 1939, which did inquire about interest rate 
changes in general, and referred specifically to interest rates charged 
borrowers by the banks. As tabulated by the surveyors, this investi- 
gation found a much larger proportion of the desired inventory 
holdings of respondents being influenced (at one time or another) 
by interest rates, viz; 14 per cent of the 294 who answered the 
question (45). As described in White, op. cit., at least half the 
respondents to the second Oxford survey who were unaffected by 
interest rates were self-financers or were small or weak firms. With 
a sample chosen to give proper weight to the holders of most of the 
country’s total inventory, it is possible that very much more than 
14 per cent would have reported some interest-inventory relationship. 
And even the 14 per cent figure could connote useful results from 
short-term interest rate adjustments; as described above, where 
inventory is involved, affected firms not only reduce their invest- 
ment but can convert it to a negative figure, so that useful results 
can well be obtained from interest rate policy when only a quite 
small proportion of firms is sensitive to interest rates. 

In summary, the prewar Oxford surveys should not be taken 
as evidence against a usefully strong interest-inventory relationship 


and they probably can serve as evidence in support of such a 
relationship. 


(a) Recent British Evidence. 


There is no consensus on the value of interest rates among 
British observers; and, when endorsements are given to interest 
rate policy, they generally refer to long-term interest rates as a 
determinant of long-term investment. 

The most influential modern source of information on the role 
of interest rates in British inventory investment is the report and the 


(45) Derived from the table in Oxford Studies, pp. 56-60. Only 8% checked credit and 
capital availability as factors in the inventory investment decision, although this may be due 
to most of the period for which respondents answered being one of recession or worse, with 
easy money prevailing. 
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evidence of the Committee on the Working of the Monetary System 
(Radcliffe Committee). This expert body is completely unequivocal 
in rejecting the idea that interest rate variations can affect inventory 
holdings. “If the wide fluctuations [a range of 4 or 5 percentage 
points!] could usefully be confined to the short rates, the case 
might be strong. But we have found that stocks of commodities are 
extremely insensitive to interest rates ” (46). 

A contributing factor to this conclusion was probably the 
balance sheet evidence interpreted as showing that little use was 
made of bank loans by British companies (discussed above), for the 
Committee’s Report cited the balance sheet data as evidence of the 
extent of companies’ independence of the banks, even noting that 
cash holdings in 1953 were several times the amount of outstanding 
bank loans (47). 

A necessary condition for the Committee’s negative finding on 
short term interest rates was what seems to be serious misinterpreta- 
tion of two large-scale surveys of British business that were made 
for the Committee’s use. In both instances the Committee appears 
to have greatly underestimated the strength of the sensitivity to 
interest rates that was indicated, and in both cases they were able 
to dismiss whatever indications of interest sensitivity they did 
discern on the dubious ground of “ non-response bias”: so small a 
proportion of the respondents returned their questionnaires that it 
could be assumed that what responses were received over-represented 
those business that were anxious to complain about the effects of 
tight money (48). 

Because of the complexity of the problem of interpreting the 
results of the Committee’s voluminous but poorly-designed surveys, 
extracting the true meaning of the survey results would necessitate 
a thorough examination. But because they constitute the most 
comprehensive and up-to-date evidence available, that effort is 
justified. 


(46) Rapciirre CommitrFe, Report, p. 174. 

(47) Report. p. 109. 

(48) The interpretation the Committee gave the evidence on inventory investment pro- 
vided by the 8 giant firms is uncertain. The testimony shows that only 2 of the 8 believed 
that money costs influenced inventory. One said the high rates following 79%, Bank rate 
caused the firm to restrict inventories (see above, p. 144), and the Chairman of Ford — a firm 
which was unaffected because it used no outside financing and held the technological minimum 
of inventories — volunteered the opinion that the credit-using members of the British auto- 
mobile industry would be led to cut inventories by the high borrowing cost (Minutes, p. 780). 
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F.B.1. Inquiry 


In the summer of 1957, the Federation of British Industries 
received 1,600 responses from manufacturing firms to a mail survey 
covering various monetary policy issues that were of interest to the 
Radcliffe Committee. The Committee minimized the findings on 
the ground that the 309/ rate of response achieved was too low; it 
created a presumption that a disproportionately large segment of 
those firms that had suffered from the restrictive monetary measures 
took the trouble to answer and hence were overrepresented in the 
responses (49). Such overrepresentation may exist for the “ small 
people” among those queried, for the F.B.I. reported that their 
response rate was “very bad”. On the other hand, “the rate 
of return was better amongst the larger firms than the smaller 
firms” (50). This suggests that the rate of response was much 
higher than 30%, among the large manufacturers — the ones who 
are of chief interest because they dominate inventory investment. 
After allowance for other, non-biasing explanations of the high over- 
all rate of non-response offered by the F.B.I. (the discouraging 
length, complexity, and obscurity of the questionnaire form and the 
absence of many of the business officers on summer vacation) (51), 
the large firm response rate can be assumed sufficiently high to be 
free of “ non-response bias”. The fact that there were as many as 
555 replies from “large” manufacturing firms (firms with more 
than 700 employees, exclusive of those whose financial decisions 
were controlled by a parent company) is further corroboration of 
this inference. The total number of such companies in Britain should 
not be much over, say, 1,000, and many are not members of 
the F.B.I. 

Only one of the survey questions bore directly (and with suf- 
ficient clarity to permit analysis) on inventory investment. This 
asked if the Bank rate increases of January-February 1955 were: 


A major factor in taking your business decisions. If so, did it cause 
you to: 


(a) modify the market expectations for your product? 


(b) ..... 


(49) Rapciirre Comitree, Report, p. 160. 
(50) Minutes of Evidence, p. 371. 


(51) Op. cit., p. 372. 
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(d) reduce or defer raising your stocks of purchased goods because 
of its effect on costs? 


(e) reduce or defer raising your stocks of purchased goods because 
you considered it to be a danger signal? 
(f) take any other action? (52). 


Only 9% of the 545 large manufacturers answering said that 
the 1955 Bank rate rise was a major factor in business decisions, 
and a mere 4% — 20 firms — said their inventory investment was 
restricted by the cost aspect of the Bank-rate rise. 

The true significance of this small rate of reaction to a borrow- 
ing cost increase can be evaluated only after consideration of the 
circumstances. Three aspects must be examined: The consequence 
of allowing answers only from those for whom the bank rate rise 
was “a major factor in taking your business decisions”; the pro- 
portion of the respondents then using bank loans and thereby 
exposed to the influence of bank rate changes; the size of the 
borrowing cost increase experienced. 

The restriction of the question to firms for whom the Bank 
rate increase was a major factor in business decisions probably ex- 
cluded the larger part of the respondents who were vulnerable to 
interest rate changes. Even accepting the 4°, figure as fully repre- 
senting the frequency of major effects on inventories, it is plausible 
that twice as many firms experienced “ moderate” effects on their 
desired inventory holdings from the rise in borrowing costs but 
could not call this a major factor in their business decisions (53). 
This much enlargement of the frequency of interest rate effects on 
inventory should suffice to establish a strong case for interest rate 
measures. The considerations presented below will make the case 
stronger still. 

As described earlier, perhaps a quarter to a third of the larger 
companies never used bank credit. The replies to one of the F.B.I. 
questions on the “credit squeeze” are fully consistent with such a 
figure. Moreover, these replies show that only 209 of the 550 large- 


(52) Rapciirre CommitTEE, Memoranda 2, p. 120. Items (b) and (c) contained the same 
queries as (d) and (e) in respect to fixed investment, 

(53) This point was made by the FBI in discussing the survey results with the Com- 
MITTEE, Minutes, p. 374. As stated, the question appears to include only those firms that 
reduced or stopped increasing inventories; moderate effects would embrace those cases in 
which inventory growth was reduced but remained above zero, 
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firm respondents were able to borrow as much from the banks as 
they desired during the year 1955 (54). This suggests that the 
20 firms who reduced their inventory investment because of the 
early 1955 rise in interest rates should have been compared, not 
with the 545 respondents to the Bank rate question but with the 
209 firms for whom credit rationing did not constitute a limitation 
on investment that was stricter than the borrowing cost limitation. 
Firms that report that they are affected by credit rationing are not 
in position to respond to a rise in the cost of credit; at pre-existing 
cost levels they would have wanted to borrow more, and hence a 
rise in borrowing costs can not have a major affect on the amount 
of borrowed funds they use — especially so when the rise in cost 
is accompanied by tightened rationing. 

Evaluating the 20 interest-rate sensitive respondents against the 
perhaps 250 non-rationed users of bank credit raises the proportion 
whose inventory experienced a major effect from 4° to 89%. After, 
say, trebling this figure to allow for the more numerous group that 
experienced only moderate effects, quite important results are indic- 
ated for those “ normal ” times in which rationing pressures imposed 
by the authorities would not be applied to the large firms (55). 

The significance of the indicated inventory restrictions must be 
evaluated in the light of the size of the interest rate increase which 
produced them. The Radcliffe Committee was probably helped in 
reaching its skeptical conclusion by the fact that the Bank rate 
increase concerned was the very large figure of 114°% points (from 
3% to 44%4%). However, the accompanying change in the interest 
rates charged by banks was in most cases a mere half per cent. 
“The normal rate to customers is 1 per cent over Bank Rate with 
a minimum of 5 per cent”. This means that only the part of the 
Bank rate rise that was between 4°/ and 414°% was accompanied 
by a parallel rise in the bank’s lending charges (56). (Some of the 


(54) Memoranda 2, loc. cit. The introduction of tighter credit rationing after mid 1955 
may mean that this figure somewhat understates the number of non-rationed bank customers. 

(55) This remains true even if the percentage found is reduced to allow for those firms 
that could not be affected simply because they did not need bank credit and for those cases in 
which credit rationing had restricted other, less urgent activities than inventory investment. 
Those firms that did not need bank credit during 1955 should have included a dispropor- 
tionately large share of low investors. Hence they detract less from the scope for interest rate 
effects on inventory than their numerical importance would suggest. 

(56) Report, p. 143. The minutes of the Committee’s inquiry into the survey contain 
frequent references to the 1.5% rise in Bank rate (e.g., pp. 374-376), but no references to the 
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very large companies may have been able, like the nationalized 
industries, whose borrowings bore the government’s guarantee, to 
push their borrowing rates down to 4°4 when bank rate fell to 
3%, and any such firms would have experienced a 19 rise in 1955. 
It may be that such firms account for a disproportionately large 
share of the large firms’ affirmative replies on money costs). 

There is a strong presumption that one-half percentage point 
increases in short term borrowing charges are below the threshold 
of perception for a major portion of borrowers, and for most of 
the rest would not be sufficient to overleap the threshold by 
enough to produce “ major” effects. Therefore, the much larger 
rate movements that are frequently produced in the U.K. can be 
plausibly expected to elicit much higher frequencies of report of 
effects on inventory. 

These successive adjustments of the published figures to elimi- 
nate biases may suggest an impossibly inflated role for interest rate 
changes — e.g. 40°/, of the large companies being affected by a 1 
or 1%4% rise in banks’ loan rates at a time of fairly stable prices 
and little reliance on the rationing form of restrictive monetary 
policy. The plausibility of so high a percentage of interest-sensitive 


large firms is, however, confirmed by the response to another of 
the survey’s questions that touched on interest rates. The question: 


Does your judgment of the profitability of new investment vary 
from time to time according to the prevailing rate of interest? 


was answered affirmatively by 41°{ of the large companies (57). 
This widespread attention to the market rate of interest is made 
reasonable, in turn, by the lowness of the “rate of... return on 
new investment” firms apparently required. Two-thirds checked 
10% or lower net-of-tax rates of return for what they “ considered 
as being reasonable at the present time ” (58). 

In sum, the Federation of British Industries survey of about 550 
large manufacturing firms is strong evidence that interest rate policy 
should affect inventory holdings significantly. The case developed 
is so strong that more conservative adjustments for obvious biases 


size of the accompanying rise in borrowing costs. This suggests that, at the time it made up 
its mind about the FBI findings, the Committee was unaware of the smallness of the borrow- 
ing cost changes that were at issue. 

(57) Memoranda 2, p. 120. 

(58) Ibid. 
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than those made above could not change this finding. The finding 
is corroborated by the results of another large-scale survey made in 
early 1958 after Bank rate had been raised to the “crisis” level of 


7 per cent. 


Chambers of Commerce Survey 


In the Spring of 1958, the Association of British Chambers of 
Commerce sent a “ representative sample” of 16,000 of its “ manu- 
facturing and merchanting ” members a survey prepared for the use 
of the Radcliffe Committe (59). This survey inquired about declines, 
following the raising of Bank rate to 7%, in September 1957 and 
related emergency measures, in sales, or fixed or inventory invest- 
ment. A check list, from which one principal explanation could 
be selected, was provided: “a general slackening of business”, 
related unfavourable business conditions, and the various restrictive 
measures of September 1957. Questions were also asked about the 
effects of these various measures on bank credit, on long-term 
financing, etc. 3,600 replies were received — a 22° rate of response. 
Large firms (in this case, firms with over 1,000 employees) were 
represented by replies from 291 manufacturers and 24 non-manu- 
facturing firms. 

At least three-eighths of the firms with over 1,000 employees 
that had bank loans outstanding during the period said they reduced 
or paid off the loans because of the two-percentage point rise in 
bank borrowing costs of September 1957. Exclusion of the quarter 
of the credit-using firms whose demands were being restricted by 
the (intensified) credit rationing of the period would raise the three- 
eighths figure to one half. Since the survey did not ask directly 
about the causes of inventory investment reductions, these borrowing 
reactions can not be causally linked to inventory reductions: fixed 
investment reductions (and, in a few cases, liquid asset cuts, etc.) 
must account for a portion of the reduced borrowings, although it 
seems reasonable that a major portion would be reflected in inven- 
tory investment reductions (60). 


(59) Memoranda 2, p. 88. 

(60) See W. H. Wuire, “ Bank Rate Vindicated? - Evidence before the Radcliffe Com- 
mittee ”, The Bankers’ Magazine (London), August 1959, pp. 98-104. 

Only 21% of all the larger respondents reduced their inventory investment to a negative 
figure. But many more must have reduced it less drastically; consequently, ample scope for 
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The reported rate of borrowing-cost sensitivity is very much 
higher for the wholesalers plus a few retailers surveyed (most of 
whom had under 100 employees). Apart from a few borrowers 
not answering about rationing or borrowing-cost reactions, practi- 
cally all of the non-rationed borrowers said they had cut borrowings 
because of the rise in borrowing costs. And a somewhat larger 
of wholesalers reported doing negative inventory investment. 

When the Radcliffe Committee considered this strong evidence 
of the influence of short term interest rates, it was unfortunately 
misled by reliance on a summary table into which the query: 


Since September 1957 have you... taken steps (a) to reduce or (b) 
pay off bank borrowing because of the [134-2 percentage points] increase 


in costs? 


was fitted by Procrustean means to read: 


Taken steps to reduce overdraft (61). 


In its final Report, the Radcliffe Committee depreciated this 
survey on the ground that only a small proportion of the question- 
naires mailed out were returned, which justified the suspiscion that 
the list of responding companies was overweighted with firms who 
wished to complain about tight money. That may be the case for 
the smaller respondents, but it seems unlikely to apply to the 315 
respondents with over 1,000 employees, including 291 manufacturing 
respondents. Although statistics are lacking, it can be shown that 
there probably were not much more than 1,000 manufacturing com- 
panies in Britain that had over 1,000 employees (62). And the 


inventory reactions by the interest-rate sensitive 28°, of all large firms (i.e., three-eighths of 
all large firms that were borrowing from banks) should exist. 

(61) See Wuitrte, loc. cit., pp. g9, 101 and Rapctirre Committee, Minutes of Evidence, 
Pp. 757-761, wherein numerous queries were put to the A.B.C.C. representatives about the 
meaning of the small proportions of firms who gave high interest rates as the chief expla- 
nation for the reductions they had experienced in sales and/or fixed and/or inventory invest- 
ment. The fact that a large proportion reduced their overdrafts (loans) because of the high 
interest rate was completely ignored (as was the fact that most giving a chief reason for the 
three declines noted above were referring to sales declines and of course gave the obvious 
reason, “ slack business ”, etc.). 

(62) For example, it would probably be agreed that British manufacturing firms with 
over 1,000 employees should be at most no more than half as numerous as the 1,780 American 
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A.B.C.C, questionnaire was mailed to “representative samples ” 
comprising only 30°{ of the membership of the various Chambers 
of Commerce. Even if all large manufacturers belonged to the 
A.B.C.C., this would suggest that only a few hundred of them 
received the questionnaire, so that the 291 respondents should repre- 
sent a large enough proportion of those queried to rule out serious 
“ non-response ” bias. 

The Committee had one more reason for discarding the A.B.C.C. 
results: business was worsening in the Autumn of 1957, and busi- 
Ness executives tend to rationalize admissions of poor business in 
terms of factors beyond their control such as high interest rates (63). 
This explanation would be made dubious merely by the fact that 
much more persuasive rationalizations were provided by the survey 
and were predominantly cited (“slack business”, “increased com- 
petition ”, “ tight money ”, “ hire-purchase restrictions ”, etc.). The 
explanation is completely discredited by the form of the A.B.C.C. 
questionnaire. The question indicating high interest sensitivity was 
one of a list of innocuous, technical questions on bank credit: 
changes in certain forms of credit rationing since September 1957 
and effect of subsequent rise in cost of credit on use thereof. 
Emotional blocks might have prevented the executives from giving 
the true single explanation for sales and/or investment reductions, 
but they should mot have also influenced the answers to this question. 

In brief, the two large-scale surveys of big manufacturers made 
for the Radcliffe Committee in 1957-58 must together create a strong 
presumption that interest rate changes can have a significant effect 
on British inventory investment. 

This conclusion has been reinforced by more recent observations 
of the National Institute of Economic and Social Research and the 
Governor of the Bank of England. The Economic Research group, 
in a discussion of balance of payments developments, mentioned of 
imported materials inventories: 


firms in this category (Survey of Current Business, June 1959, p. 19). Direct evidence is 
provided by reduction of the known labor force of all quoted British manufacturing companies 
to exclude the known labor force of the 35 largest firms in the group. The average labor force 
among the rest of the firms is a little over 1,000, but the necessary skewness of the distribution 
assures that the median firm — which happens to rank about 1,oooth — has under 1,000 
employees. ; 


(63) Report, p. 160. 
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In the first quarter of 1958, they began to fall probably partly in 
reaction to the increase in Bank Rate to 7 per cent in the Autumn of 
1957 (64). 


The central banker, reporting later, had still stronger findings: 


It is too early to assess exactly the part played by monetary measures, 
individually or collectively, in restraining the boom which was gathering 
force in the spring. But experience since September 1957 suggests that 
monetary policy in general, and Bank Rate in particular, exercises greater 
influence now, when there is more underlying stability in the economy, 
than it could in the early years after the war, when the economy was 
distorted and inflationary pressures overwhelming. Indeed it may well 
be the case that, had the Radcliffe Committee taken its evidence two 
years later, witnesses would have ascribed considerably more force to 
monetary measures than they did at the time (65). 


United States Evidence on the Interest-Inventory Relation 


(a) Recent Reports on Business Inventory Plans 


The likelihood that inventory investment in the United States 
has been becoming at least potentially sensitive to interest rates is 
established by the revival of interest in optimum inventory formulas. 
This is indicated by the number of articles published by business 
officers in recent years showing that their companies use inventory 
formulas which include interest rates or other cost of capital (66). 

It is possible, of course, that because of approximateness in some 
of the data used in the formulas and of the subordinate role of 
interest costs in total inventory carrying costs (or for other reasons 
such as inertia) the interest rate figure used is commonly left un- 
changed when the market rate of interest or other form of cost of 


(64) National Institute Economic Review, January 1959, p. 5- 

(65) Bank of England Quarterly Bulletin, December 1960, p. 19. 

(66) A dozen of those reported to use such inventory formulas are (Companies’ 1957 
rank by sales shown in parentheses): Allied Chemical (52), American Machine and Foundry 
(166), American Thread (n. a.), Bucyrus-Erie (396), Clevite Corp. (455), General Electric (5),. 
International Business Machines (37), Johnson and Johnson (169), Minnesota Mining and Mfg. 
(106), Proctor and Gamble (31), St. Regis Paper (113), Westinghouse Electric (14). Details on 
the source of this information — magazines such as the Controller, Harward Business Review, 
and Purchasing — are given in the full version of this study. 
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capital varies (67). And many large firms no doubt do not use 
scientific formulas at all for inventory planning. In addition, 
finished goods inventories may not be easily controlled with such 
formulas, owing to unpredictability of retail sales. For example, 
the findings of a study made a few years ago on management of 
finished-goods inventory by large home laundry equipment manu- 
facturers won for that study the title, “The Theory of Inventory 
(Mis) Management ” (68). 

Limited popularity for scientific inventory management is indi- 
cated by a large-scale survey published in 1958 which found that 
only “ some” respondents used the rate of return criterion for their 
inventory investment, with a similarly restricted proportion said to 
be using the optimum inventory formula in connection with goods- 
in-process inventories. However, the survey included small as well 
as large firms and may be dominated by smaller respondents. Con- 
sequently, and since tight money is reported to have stimulated the 
spread of scientific inventory management (cf., later statement by 
the same organization below), this evidence is not necessarily incon- 
sistent with sufficiently widespread use of the formulas by firms 
doing a major part of inventory investment (69). 

Although, for the reasons given, the evidence on the spread 
of inventory formulas cannot by itself be taken as showing that 





(67) A one percentage-point interest-rate rise in an otherwise unchanged total inventory 
carrying cost is shown by two successive articles on the inventory procedures of the firm 
listed second in the preceding footnote. 

A clear indication that the interest factor would be varied appears to exist in the case 
of a manufacturing firm with 1,800 employees; “ the treasurer of the company agreed that a 
figure of 4% would adequately express the cost of money invested in additional inventory ” 
because at the time (1955) the firm had “ access to adequate working capital at a short-term 
loan rate of 3.75%”. The large increase in short-term rates since 1955 must have forced an 
increase of the interest rate used for planning inventory. Moreover, with total carrying costs 
for some of the firm’s inventory computed at as little as 6% (the cost for “all except the 
bulkiest items ” being “considerably less than the 25% rate previously [prior to the 1955 
recomputation] used ”), the resulting reduction in desired inventory should have been quite 
significant (provided fuller use of storage capacity as business expanded had not raised mar- 
ginal storage cost too much). 

See W. G. Brices, “ Calculating Economic Manufacturing Quantities for Better Inven- 
tory Controls ”, N.A.A. Bulletin, October 1957, pp. 57, 59, 62, 64. 

An explicit instance of reduction of optimum lot size because of 1957’s high interest 
rates is provided by the case of a 150-employee manufacturer cited as an illustration of a 
Wall Street Journal survey’s results (Wall Street Journal, June 24, 1957, p. 10). 

(68) Rocco Corzo, Jr., “ The Theory of Inventory (Mis) Management ”, Business Hori- 
zons, Fall, 1958, pp. 107-110. 

(69) See C. G. Baumes, Inventory Management in Industry, Studies in Business Policy 
No, 88, National Industrial Conference Board, New York, pp. 6, 7, 19, 21. 
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inventory demand is significantly interest elastic, it does make more 
credible the surprisingly strong claims in 1957 by businessmen them- 
selves that inventory is affected by high interest rates — claims 
which might otherwise be discounted as business rationalizations 
for falling sales and as the reflex reactions to any condition which, 
like high interest rates, raises the cost of doing business. (A number 
of the reports cited below, having been made within the business 
fraternity, are in any case not likely to be twisted by public relations 
considerations or to claim awareness of what the fellow businessman 
would recognize as impossibly refined financial considerations) (70). 


(b) Informal Inventory Surveys during Tight Money Period 


There seems to be no systematic survey of inventory investment 
available for the period of high interest rates beginning with late 
1956. The sketchy survey results which are available provide at least 
clues to what survey findings might be. 

Fortune magazine has conducted quarterly surveys of the in- 
ventory plans of a few hundred companies. The surveys asked, in 
addition to quantitative information, for a checking of factors res- 
ponsible for the respondents’ intentions. The survey of October 


1056 led to a forecast that, despite expectations of an expanding 
sales volume in 1957, the size of inventories would not be signifi- 
cantly increased — a forecast which proved correct. No tabulation 
of reasons given for the desired reduction in inventory-sales ratios 
was published, and the statistics are no longer available. However 
the interest rate increases of late 1956 appear to have played some 
part in respondents’ decisions to restrict inventory expansion : 


Some executives would like to increase inventories more than this, 
for they are coming to regard inventories as safer than cash. “We’ve 
never gone wrong as far in the postwar holding steel”, one executive 
recently remarked. “The price never declines and I don’t think it ever 
will”. But executives must balance the value of holding inventories as 
an inflationary hedge against the costs. These costs are rising: they range 
upwards from 4 to 4% per cent for money, and added to that are the 
expenses of... storage... and the risk that production specifications may 
change. 


(70) For example: “ Tight money is twisting the plans of a growing number of Amer- 
ican businessmen. Some are postponing or cancelling carefully-laid expansion plans. Many 
are keeping a closer eye on inventories so as to limit costly borrowing ” (Wall Street Journal, 
June 24, 1957, p. 1). 
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These costs are very well known to treasurers, controllers, and 
financial vice presidents, and these men are now getting more say in 
corporate decision making (71). 





The only other factor mentioned was improvement in inventory 
control — and this was only hinted at (72). 

During 1957 two additional factors contributing to the realized 
reduction in inventory investment appeared; first, the rise in pro- 
duction capacity for goods used in inventories which made it unne- 
cessary to hold surplus inventory as insurance against delivery delays; 
and, then, the (perhaps consequential) drop in demand for business 
production which made it desirable to reduce inventories signifi- 
cantly. 

These two factors were mentioned in early 1957 by the chief 
economist of the National Industrial Conference Board, reporting 
on a late 1956 survey of 200 N.I.C.B. member companies, but he 
nevertheless listed as a primary influence on inventory investment: 
“Considerably lower liquidity on the part of corporations and rela- 
tively higher borrowing costs, both of which are dissuading business 
from substantial further net investment in inventory ” (73). 

In the same vein, in May 1957, the commentary accompanying 
the monthly poll of the 200-member survey committee of the 
National Association of Purchasing Agents said: “With money 
costs high, materials readily available and some production schedules 
uncertain, the ‘heat? remains on to effect inventory reductions 
whenever possible ” (74). 

There were four fairly significant surveys that touched on the 
effects of high interest rates on U.S. inventory investment during 
the period of tightest money, mid-1957 and winter 1959-1960. All 
suffer from serious deficiencies for the purpose under discussion. 
But the points at which one survey has deficiencies tend to be strong 
points in another of the surveys. And the composite result consti- 
tutes strong circumstantial evidence that interest rates may signifi- 
cantly influence inventory investment in the United States. 





(71) “ Business Roundup ”, Fortune, November 1956, p. 44. 
(72) Ibid. 
(73) Testimony of M. R. Gatnspurcn, January 1957 Economic Report of the President, 
Hearings before the Joint Committee, 1957, Pp. 125. 
(74) Bulletin of the National Association of Purchasing Agents, May 1957, Pp. 1- 


178 Banca Nazionale del Lavoro 


Information on the size distribution of respondents was avail- 
able only for the first of these surveys, a July 1957 inquiry by the 
magazine, Fortune. The published description of the survey’s results 
concentrated on “ tight money, a shortage of working capital, and 
a coMsequent improvement in inventory control as the reasons” 
— cited by “ many executives” — for inventory restriction (75) . In 
fact, disregarding the three-eighths of the manufacturers that were 
expanding their inventories for obviously overriding “ important 
reasons ” (expected sales expansion and opening of new factories), 
one-fifth of the 54 respondents checked the factors “ tighter credit ” 
and “tighter financial position generally” as “important reason” 
for planned reductions of inventory over the following 12 months. 
Only 2 of the 54 offered high interest rates as explanation for reduc- 
ing their inventories. 

It seems reasonable that a substantial portion of these citing the 
tight credit explanations could actually have been affected by higher 
interest rates, and if that is the case these results constitute a good 
indication that interest rates have sufficient influence on inventory 
investment. This is so for a number of reasons: 


(a) The survey form suggested all the explanations listed above 
(plus several others) but appears mot to have included high interest 
rates in the list. In that situation it is natural for interest sensitive 
respondents to check tight credit and tight finances as the explana- 
tion, since high interest rates are embraced in the concept of tight 
credit and because unwillingness to pay high interest rates should 
tend to cause a tightening of the firm’s financial position before it 
led to inventory restrictions. That unavailability of credit is unlikely 
to claim many of these “tight money” replies is indicated by the 
fact that most of the firms citing tight money were very large ones 
and all were earning good profits at the time. 


(b) Answers in cases where the high borrowing cost reduced 
the size of the inventory expansion otherwise planned could not 
include reference to the interest rate, for high borrowing costs can 
not be offered as an “ important reason ” where a rise in inventories 
is to be explained. 


(c) Firms for whom pressure to expand inventories was coun- 
teracted by the high cost of money could not be represented, since 


(75) “ Business Roundup ”, Fortune, August 1957, p. 50. 
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only those planning to change their inventories over the following 
12 months were to reply to the question. (One large, profitable 
firm — assets $175 million — volunteered that despite expectations 
of a 5% sales rise, high interest rates would cause it to reduce 
inventory 10°) (76). 


(d) While no hint of the imminent recession is to be found 
in this survey’s responses, it is possible that many respondents really 
had the overriding reason of expected sales decline in mind by 


July 1957, but for public-relations reasons refrained from citing that 
factor. 


(e) Over the 11 months preceding the date of the survey, the 
sensitive interest rate on prime commercial paper had risen only 
14 percentage point, and the banks’ prime loan rate (4°) had not 
risen at all (although cases of increases in banks’ compensating 
deposit balance requirements may have continued to appear as late 
as mid-1957). With the relevant interest rate thus comparatively 
stable, it is unlikely that high rates could have been the explanation 
for any discrepancy between the actual and the desired level of 
inventory. If firms were dissatisfied with existing inventory levels 
and were planning to make a change, some other factor would have 
to be responsible in most cases. 


(f) Finally, to have offered interest rates as an important 
reason for planning changes in inventory over the next 12 months, 
most: firms would have had to be able not only to forecast interest 
rate levels over much of that period but also to forecast that a 
significant change in rates would occur and that other economic 
changes would be less powerful ones. 


In brief, the mid 1957 Fortune magazine survey of large and 
medium-sized manufacturing companies is inconclusive but suggests 
a likelihood that interest rate policy may have an important influence 
on inventory investment. 

With economic recovery and with interest rates rising to a new 
peak at the beginning of 1960 (prime loan rate 5%, or 6%4% 
inclusive of compensating balances), the results of a Business Week 
survey of company executives in February of that year appear to 


(76) The other firm volunteering high interest rates as important reason was a $20 
million assets manufacturer of clothing — an industry that seems particularly sensitive to 
interest costs. 
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have been much more clearly indicative of interest sensitivity for 
inventory investment. Nearly a quarter of the surveyed firms plann- 
ed no inventory expansion for 1960, and half of the remaining 
firms planned self-financeable expansion only. The published results 
say : 


While smaller companies are pinched the hardest, bigger corporations 
aren’t altogether immune from the money squeeze. True, they have had 
little trouble in borrowing, but they are paying rates that are cutting 
into profits. Thus, the notion that tight money has no effect on 
company policy must be taken with a grain of salt. 

Inventory Plans - Certainly, the very cost of money explains some 
of the evident caution about inventory policy. When interest rates were 
much lower, many companies would take a gamble on inventories... Now, 
the high cost of money makes such gambles too risky... 

Plans of a majority of companies to increase inventories only mode- 
rately seem to have been influenced by interest rates. In many cases, 
their budgeting for inventory appears to be determined by their ability 
to finance themselves. Many of them plan to build up their inventories 
without resort to bank credit, and a somewhat smaller group hopes to 


borrow less than usual (77). 


Another survey made under these same conditions of exception- 
ally high short term interest rates, which also appears to have found 
a substantial influence on inventory investment, is a National Indus- 
trial Conference Board survey of 228 industrial companies on the 
reactions to tight money. Quantification of results and size distribu- 
tions are lacking, but the remarks made appear to justify an in- 
ference that substantial inventory effects were found. One of the 
few instances cited of inventory effects (most of the survey appa- 
rently being concentrated on the effects of tight money on trade 
credit policies and speed of payment of trade debts, etc.) concerned 
a company executive who unequivocally stated that it was the high 
interest rate securable on money market investments which was 
restricting the firm’s inventory investment — a clear case of the 
extreme of interest sensitivity in which the opportunity cost of money 
market investment was considered seriously enough to constitute a 
deterrent to “ real” investment within the business itself (78). 


(77) “ Where the Credit Pinch Hurts”, Business Week, February 27, 1960, pp. 65-66. 
(78) “ The Consequences of Tight Money ”, Conference Board Business Record, January 
1960, pp. 11-14, 38-46. 
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These inferences about the survey’s results are supported by a 
subsequent N.I.C.B. evaluation of actual inventory developments 
which, although listing the end of expectations of commodity price 
increases first, then said: 


A second explanation of the flaccid behaviour of inventory demand 
may lie in more intensive control of inventory (perhaps assisted in some 
degree by computer machinery) in a period of high borrowing costs. 
Over the past year, and particularly in the months from last September 
to this March [1960], short-term interest rates have been quite substan- 
tially above any recent experience. The cost of carrying inventory has 
risen sharply, and the alternative of holding Treasury Bills has become 
much more attractive. At the interest rate applying in the first quarter, 
it would take expectations of an important rise in prices to make 
inventory holding a preferred alternative to Treasury-bill holding, and 
such sanguine price expectations have not been very common over the 
past several months. 

A sharp further fall in short-term rates may, other things being equal, 
stimulate some additional inventory demand (79). 

It should be noted that a third explanation for the lowness of 
inventory holdings, which could be a partial or complete substitute 
for the first two, was also suggested: The abnormally low inventory / 
sales ratio might reflect in part the abnormal lowness of current 
unfilled order backlogs. 

A January 1960 survey of the purchasing agents of 86 basic 
metals and metals products companies of various sizes by Steel 
magazine found that three-eighths to one-half of the firms planned 
to use loans to finance part or all of their inventory in 1960. One- 
fourth of the respondents answered “yes” to the question: “If 
money gets tighter and interest rates higher in 1960 will your 
inventory plans be adversely affected”? (80). Since only half or 
fewer of the respondents were planning to finance any inventory 
in the money market even if credit remained at its existing tight- 
ness, for one-quarter would be affectable by further tightening of 
money conditions constitutes strong evidence of the influence of 
money measures on inventory. In fact, it is indicated that the high 
level of interest rates already realized had been having restrictive 


(79) “ Business Highlights; Inventories Again”, Conference Board Business Record, May 


1960, pp. 3-4- 
(80) Steel, January 18, 1960, pp. 54-55, and information provided by the magazine. 
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effects, and it is likely that some of those unaffectable because they 
planned no inventory borrowing would have planned to borrow to 
finance enlarged inventory holdings if rates had not been at such 
unprecedentedly high levels. Thus the head of the Cleveland Asso- 
ciation of Purchasing Agents reported that “his group feels that 
6 per cent money is already too expensive. ‘If lenders go any higher 
they are liable to price themselves out of the market’ ”. 

The very few respondents to the Steel survey who quantified 
the effects foreseen reported that inventories would be reduced 15 per 
cent-25 per cent below planned levels if credit was tightened further. 
Even if only half these percentage effects should be applicable to 
the entire fourth of the sample affectable by tighter money (and 
assuming the sample representative of industry in general), the 
effects of restrictive monetary measures would thus have been shown 
to be very powerful: the growth in manufacturers’ inventories in 
1960 would be reducible by $4-$6 milliard, and that reduction might 
be concentrated in the first six months of the year. 

This apparently strong evidence must be accepted with reserva- 
tions owing to uncertainty about the representativeness of all manu- 
facturing of the industries surveyed, to some indication that the 
affectable firms tend to be smaller than those not affectable and to 
the combining of money cost with money availability in the ques- 
tion asked. 

Despite these deficiencies, the Stee] survey results do constitute 
circumstantial support for interest rate policy because, at the least, 
they represent one more instance in which interest rate policy might 
have been discredited but was not. One firm identified by size 
— a $1oo-million sales firm whose inventory level would be cut 
15 per cent by tighter money — presumably represents cost rather 
than availability, and the report from the Cleveland Association of 
Purchasing Agents clearly indicates strong money-cost effects on 
inventory. 

In summary, the various pieces of evidence of improvement in 
large business’ financial and inventory control procedures coming 
from the National Industrial Conference Board, Fortune magazine, 
etc., and from the purchasing officers of a number of large com- 
panies as well, create a strong presumption that the inventories of 
large American businesses are, at the least, very much more likely 
to be influenced by interest rates than was true even Io years ago. 
And the evidence from several surveys covering large firms made 
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after the end of the cheap money era suggests that interest sensitivity 
may in fact exist among manufacturers who account for an important 
part of total inventory holdings. Although the institutional evidence 
is incomplete, and in some degree contradictory — although the 
surveys are either incompletely reported or improperly designed for 
determination of the true scope for interest rate policy —, a very 
persuasive circumstantial case is nevertheless established. In conjunc- 
tion with the parallel but more nearly conclusive results for Great 
Britain, these findings require that very serious consideration be 
given to reviving short-term interest rate policy as an anticyclical 
measure. 


Wituiam H. Wuirte* 


Washington. 


* This paper contains material from a study made for the Brookings Institution of 
Washington, The views expressed do not represent those of the Brookings Institution or of 
the writer’s employer, the International Monetary Fund. 





Planning and International Integration 


in Soviet Germany 


l 


For the past ten years, the so-called German Democratic Repu- 
blic has developed into an increasingly powerful member of the 
Soviet bloc. Yet remarkably little attention has been paid to it, 
and a remarkable amount of misinformation and, as a result, 
misinterpretation is current about both achievements and failures. 
Communist propaganda, on the one hand, pictures development in 
East Germany as a triumph of socialist planning over inherited 
backwardness from “feudal” prewar days and the damage of 
war and partition. The free economists play into the hands of the 
communist propagandists by accepting without question either 
premise, and by either seeing in every achievement the result 
of planning, or in every failure the proof of collapse. 

Reality is more complicated and much more fascinating. The 
fact that the economy has not collapsed and is producing goods in 
increasing quantities, hardly proves anything one way or another. 
The area of the German Democratic Republic was an_ highly 
industrialized advanced area before the war, but of course part of 
a highly integrated larger area. The planners could build on inhe- 
rited know-how, work with a disciplined and highly skilled labour 
force, build on a productive diversified agriculture, and they con- 
trolled an area endowed abundantly with lignite and potash, and 
some copper. It is also clear that, technically, electric power or 
sulphuric acid is produced by methods which depend as much on 
technology as on social organization. Provided there is a skilled 
labour force and technical know-how, production will proceed, even 
if the social organization — read planning — makes economic 
input-output relations (as distinct from the technical ones) relatively 
inefficient. 
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The East German case is interesting in yet another respect. 
Bombing and war damage, and particularly post-war dismantling, 
were severe, and the economy had to be rehabilitated before it 
could develop. Yet it is interesting to note that the planners tried 
originally to impose a pattern of industry upon East Germany which, 
understandably enough, wrenched it away from its prewar structure 
but which less understandably tried to copy the Soviet pattern of 
preference for heavy industry and, within heavy industry, for iron 
and steel and heavy machinery. 

Yet the resource endowment of East Germany hardly makes 
it a good location for these industries compared with the traditional 
heavy chemicals and the lighter machinery output of the electrical 
and fine mechanical industries, which were only recently increasingly 
pushed. It is easy enough to understand why the growth conscious 
ideology of communist planning should slight consumer goods 
industries in favour of development goods: it is after all dogma 
that growth requires the faster development of producer goods over 
consumer goods industries. But the bias in favour of the heavy 
metallurgical industries in the absence of the necessary raw materials 
is another matter. This, I believe, can only be explained by the 
fact that the East German planners had to learn how to plan; that 
while learning they copied the Russian pattern; and that the 
development of socialism in one country had made the planners 
neglect the problems of planning the international trade among 
socialist countries. The Leninist doctrine that international trade 
meant exploitation was hardly conducive to the development of a 
socialist theory of international trade. 

Obviously when it is stated, quite correctly, that planning has 
an autarkic bias, it does not mean that trade did not exist, or 
even that trade did not increase. To make the point, it is good to 
recall what classical international trade theory — whether of the 
Ricardian or modern kind — does. Given the resource endowment 
and technology as well as the pattern of demand, the market will 
lead simultaneously to an optimal pattern of trade and of production. 
Until recently, in the socialist system of planning the pattern of 
production was planned independently of the pattern of international 
trade, and the pattern of trade was then adjusted as well as could 
be. Only recently have planners become aware of the problem of 
planning production in an international context and some of the 
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recent decisions can only be understood in this context. Thus the 
expansion of the chemical industry in East Germany, the fact that 
the steel and heavy metallurgical industries are not to expand very 
much further, or that the production of precision machinery, of fine 
mechanics and the like, is to expand, makes perfectly good sense 
both for East Germany and the Soviet bloc as a whole even though 
it raises political difficulties within areas which for years and 
decades have been told that it was a mark of imperialist exploitation 
not to have a full complement of industries. 


II 


What has been the actual development in East Germany, and 
how are we to interpret it? In my recent book (1) I have given a 
detailed account of the methodology employed in calculating the 
gross output of the East German economy, with the results for the 
years 1936, and 1950-1958, and I do not wish to repeat myself 
here. I present however some results for 1959, calculated by the 
same methods and in the same prices as the earlier calculations. The 
Gross National Product of East Germany in 1936 prices and with 
East German coverage in 1959 reached a level of 137.8 per cent of 
1936, and of 184.2 per cent of 1950 when the first Five-Year Plan 
was launched. In 1950 prices the percentages are 130.5 per cent 
and 183.4 per cent, respectively. This respectable achievement 
becomes even more so when it is remembered that the East German 
labour force has been substantially stable since 1954. 

The achievement however is best put into perspective by several 
comparisons. In the first place, the East German population is 
declining because of a steady stream of migrants to the West. In 
the first half of the last decade this has primarily meant that the 
East German economy could shift the burden of unemployment to 
the West German economy. In more recent years as unemployment 
has vanished, the flight of people has increasingly become a limit to 
possible achievements. Still, there are economic compensations to 
what is the most severe political indictment of the regime: more 


(1) The Structure of the East German Economy. Wolfgang F. Stolper, assisted by Karl 
W. Roskamp, Harvard University Press, Cambridge, Mass., 1960. 
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capital than with a growing population is available to raise producti- 
vity, less is needed for social overhead or just for creating employ- 
ment. Housing has been badly neglected in East Germany, in 
common with the practice in other communist countries. A declining 
population makes the lack of housing somewhat less serious than 
it would be otherwise. But the shortage of labour which has 
developed is undoubtedly one of the most powerful factors that 
have induced the East German planners, and perhaps the bloc 
planners, to modify their methods. 

Secondly, while the East German achievements are impressive, 
those of the West German economy built on a pattern of a free 
economy modified by a social conscience are even more so. The 
West German economy has grown even faster To be sure, the 
West German economy benefited from a larger labour force, and 
the continuing flight of East Germans to the West which, in the 
early years, had been a burden has now, with the approach of full 
employment, become a boon. Still, it would be a serious mistake 
to see the comparative developments in the two economies merely 
as the result of differential movements in the respective labour forces. 

Thirdly, there are similarities and differences in the patterns 
of growth of the two economies which are interesting and which 
shed some light on the efficiency of East German development. 
In both economies, industry has grown more rapidly than most 
other sectors; I omit from the comparison the service sector because 
data for East Germany are relatively less abundant and hence less 
easy to interpret. Nevertheless, even in East Germany, so-called 
non-productive employment has grown and in 1959 was, absolutely 
and percentage-wise, bigger than in 1936 when the labour force 
had been larger. 

In both economies construction has increased, but in the East 
the increase compared to prewar was about 50 per cent, whereas 
in the West it was about 100 per cent, mainly because of the 
substantially different development in housing. In both economies 
the transport sector grew substantially. But only in West Germany 
has the volume of agricultural production increased over 1936, while 
in East Germany it is still below the prewar level. 

A similar characteristic difference in the development of the 
two economies can also be detected in the change of the structure 
of the manufacturing sector alone. Electricity generation has more 
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than doubled in East Germany, but it is almost five times the 
prewar level in West Germany. To be sure, East Germany before 
the war had the highest per capita electricity consumption in Europe, 
and its heavy chemical industries as well as its aluminium and 
magnesium capacities were exceedingly heavy power consumers. 
But West Germany has caught up in per capita consumption and, 
unlike in East Germany, plant is not run as intensively and consu- 
mers are not kept short. 

Only in mining and gas production has East Germany grown 
as much as West Germany in the aggregate, and faster on a per 
capita basis. But this reflects as much the emphasis on the heavy 
industry base as it does the fact that West Germany can import 
freely cheaper sources of fuel which in East Germany must be 
produced at home. In other words, the very performance of this 
sector is a sign of a relatively inefficient international integration 
of the East German economy. Just the same, the sector has grown 
significantly and at least one output — potash — is an important 
foreign exchange earner. 

In both economies, the investment goods industries have grown 
vigorously but, again, West German growth has been faster. In the 
growth of manufactured consumer goods we find again the typical 
communist pattern: a decline below the prewar level compared 
with a substantial increase in West German output. 

It would be tedious to go into further details which any inte- 
rested reader can find in my book. Suffice it to say that, we find 
in East Germany a vigorous advanced communist economy which, 
nevertheless, is out-produced by the comparable West German 
economy, and whose achievements along some lines are purchased 
by a very disappointing performance in other lines. 


Ill 


One way of getting at the efficiency of the West and East 
German economies is to compare their distributions of the labour 
force among the major economic sectors with the corresponding 
distributions of their Gross National Product; albeit such comparisons 
can only be rough they do tell us an interesting story in which 
both the similarities and the differences are of equal interest. First, 
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compare the percentage distribution of the labour force in 1950, 
1957 and 1958 or 1959 in West and East Germany: 
TABLE I 


PERCENTAGE DISTRIBUTION OF THE LABOUR FORCE AMONG MAJOR SECTIONS 
OF WEST AND EAST GERMANY, 1950, 1957 AND 1958 











W.G. E.G. |W.G.| E.G. |W.G.| E.G. 











Agriculture. . . | 25.5 | 26.6 16.9 | 19.1 15-9| 18.1 
Industry ‘werd producing | | 

artisans) . . | 31.6] 38.2 49.5 | 42.4 6.2| 4"9 
Construction in <« —) Se Sa 7.0| 6.1 ‘ al 6.1 
Transport and Qusmesien | 

a sss ee ew 6.1 6.5 | 6.5 
mts a + © 6 eS & S = “ 14-6 19-5 be ” -s 4 -_ 
GM. wc scscsce es JORRi e 16.1 | 14.5 /18.6) 16.2 


Sources: Statistical Yearbooks of the Federal German Republic, and of the German 
Democratic Republic. 


Contrast this distribution with the corresponding distribution 
of the Gross National Product: 
TABLE 2 


PERCENTAGE DISTRIBUTION OF GROSS NATIONAL PRODUCT BY MAJOR SECTORS 
OF WEST AND EAST GERMANY, 1950 AND 1958-59 























1950 1958-59 

W.G.* | E.G. *| W.G.* | E.G. 

———s = _ a = = 1 —s — —_— | 

| | | 

Agriculture . . . . - | 9-3 | 11.6 | 6.7 | 12,6 | 
Industry (including wutotes ene sé 43-2 44.0 | 49.0 | 53-5 

DR 6: os ore, we ae oe oe 5.4 3-4 5.3 6.4 | 
ae ae ee ae 14.0 | 12.9 | 13.8 | 9.8 
Transport and Communications . . . . . 7.4 | 7.7 6.7 8.4 
eS: fe “oe oe oe ee re 20.7 14.4 18.5 9:3 


* In 1954 prices. ** In 1950 West German prices. 


Sources: Statistical Abstract of the Federal German Republic, 1960. StoLrer-RosKamp, 
The Structure of the East German Economy, Table 163, p. 418. 


Industry, agriculture and transportation contribute relatively 
more to the Gross National Product in East than in West Germany. 
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In both East and West Germany the percentage contribution of 
agriculture to Gross National Product has fallen as the labour force 
has declined. We can measure the relative improvement in the 
output per man in the various sectors by dividing the percentages in 
Table 2 by the corresponding percentages in Table 1. (See Table 3). 


TABLE 3 


RELATIVE CHANGE IN THE OUTPUT PER MAN IN MAJOR SECTORS 
OF WEST AND EAST GERMANY 1950 AND 1958 








1950 1958 


%, %, %, %, 
W.G. E.G. W.G. E.G. 











ae ae ae ee ee 36.3 71.5 41.5 70.0 
Industry (including producing artisans) and 
Re kK a ee 124.0 109.0 118.0 125.0 


There has been a substantial improvement in the relative productivity 
of agriculture in West Germany with virtually no change in the 
East. The relative productivity of industry, on the other hand, has 
improved considerably in the East, while in the West it has declined 
a little. It is also remarkable that output per man in agriculture and 
industry are much closer to each other in East than in West 
Germany. 

The interpretation of these figures becomes clearer when we 
compare output per man. (Lack of data for East Germany makes 
a comparison per man-hour unfortunately impossible). Gross Na- 
tional Product per man in industry can be estimated to have been 
about DM. 14,000 in West Germany in 1958, and about DM. 7,000 
in East Germany, both measured in the same 1950 West German 
prices (2). In 1950, a West German output of about DM 10,000 
compared with an East German output of about DM 4,600. Thus, 
while productivity in the sense of output per man has increased 
in East Germany relative to West German achievements, it is still 
only half the West German level. The contrast would probably be 
greater if output per man-hour were used. In agriculture, the 


(2) See Stotper-RosKamP, op. cit., pp. 272-273. 
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contrast between the output of an East German and a West 
German farmer is not as great: East German efficiency may be 
estimated at about 75 per cent of West German efficiency. 

The figures indicate therefore that the efficiency of the East 
German economy is noticeably below that of the West German 
economy. One reason for the difference in performance has been 
undoubtedly that the investment ratios have for many years been 
higher in West than in East Germany. But this cannot be the whole 
story, for the ratios of Gross Fixed Investment to Gross National 
Product have been of the same order of magnitude since about 1953 
or 1954 when reparations were abolished. The answer must lie, at 
least in part, in the inefficiencies of planning, in the less efficient 
distribution of investments which, in turn, appear to be connected 
with the less efficient international integration of East Germany 
into the Soviet bloc. 


IV 





Admittedly this is not the whole story, and admittedly our 
knowledge of the distribution of investments is very scant. Professor 
Roskamp and I have made some estimates of the import and export 
structure of East Germany for 1956 and 1959, and we have also 
made some estimates of the distribution of investments (3). For the 
present context, it is relevant to state that the distribution of imports 
and exports has changed in recent years as the performance of the 
economy has improved. (See Table 4). 

Metallurgical imports have increased relatively, as the metallur- 
gical base of East Germany has ceased to expand at a great rate; 
imports of mining products have increased relatively, as production 
has shifted more to the traditional labour intensive products. This 
is most startingly shown by the sharp increase in the relative 
importance of the exports of light industries, for which East Germany 
was a traditional location, while the other traditional exports — ma- 
chinery and electrical goods as well as chemicals — have maintained 
their relative importance. 











(3) Wotrcanc F. Storper and Kart W. Roskamp. An Input-Output Table for East 
Germany with Applications to Foreign Trade, unpublished. A few copies are available in 
dittoed form from Prof. Roskamp, Department of Economics, Wayne State University, Detroit, 
Michigan, U.S.A. 
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Despite this shift toward the traditional more labour intensive 
industries, the international integration of East Germany into the 
Soviet bloc continues to cause trouble. This obviously does not mean 
that the East German economy is near collapse. People who talk 
continuously of crises and breakdown interpret the undoubted sign 
of creaking and inefficiences in what has come to be known as a 


TABLE 4 


PERCENTAGE DISTRIBUTION OF IMPORTS AND EXPORTS 
FOR EAST GERMANY, 1956 AND 1959 


! 


1956 1959 


Imports | Exports | Imports | Exports 











Mining products . ......+..-. 11.8 6.4 | y 6.3 
ee a a ae 12.0 0.9 . 0.9 
EE Gs & & os 2 wk eee eX 5-3 14.8 | X 13.8 
Building materials . . . . - » « « + 2.3 0.7 . 0.2 
Light industry. . - 2 2 2 ee ee 16.4 14.1 " 20.1 
Food, drink, tobacco. . ......~. 23.1 0.9 | . 4.0 
Agricultural products... .... . 16.9 1.2 ; 0.4 
Engineering products ....... . 0.9 44.2 . 43-2 
Pime meccmemics gw tl th tl — 11.7 | 6.2 











Electrical goods . ... .- ++ + 2 «© « — 5-7 5.1 


“high pressure economy” in the manner of a market economy. 
The fact that consumer goods are in short supply is unpleasant for 
the population, but not of major concern to the planners. In truth, 
if I may be permitted an obiter dictum, the consumer is the safety 
valve which enables the planned economy to work without proper 
planning. One would think that planning could not proceed without 
the systematic setting up and solving of a great number of input- 
output equations to ensure that not only individual projects are 
properly planned but that the plan, as a whole, is consistent and 
does not run into “ unplanned” snags. This is apparently not the 
case. The planners have however two important methods of correc- 
tion. One is the revision of the plan and the working out of annual 
and even shorter-period plans. This may be interpreted — perhaps 
somewhat charitably — as the solution of a system of planning 
equations by successive approximation. The other method is to 
adjust what is available for consumers according to the performance 
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of the economy. Although consumption is on principle as much 
as “planned” as the rest of the economy, it is the sector which 
bears the brunt of any shortfall. This is, perhaps, mathematically 
equivalent to introducing another degree of freedom into the system 
of equations. 

International trade and the implied national distribution of 
investments and production cause, of course, particular trouble. 
This has been recently emphasized by the fact that the economic 
plan for 1961 was once more late in being formulated. “ Neues 
Deutschland” of March 1961, published a speech by Bruno Leusch- 
ner on the “ Sketch of the Economic Plan for 1961”. This speech 
explicitly stated that the plan was being discussed “ later than usual. 
The reason is that a number of questions, particularly the deliveries 
of important raw materials and questions of foreign trade, could 
not be resolved before the end of 1960”. 

This remarkably frank statement is followed by another sober 
recital of difficulties. That the East German economy has absorbed 
all its available manpower is well known. Yet the manner in which 
the problem posed by full employment is to be solved omits two 
important methods used as a matter of course in a market economy. 
The one would be to improve the performance of agriculture so 
that more of the considerable number of workers still employed in 
this sector can be released for other employment. Table 2 shows that 
East Germany employs about twice the percentage of the labour 
force in agriculture than West Germany. The 1961 plan as described 
by Leuschner is silent on this point. We may guess that this is 
not unrelated to difficulties of planning additional “ unessential ” 
food imports. While total investments are stated to be DM. 1.5 
billion bigger than in 1960, not one word is said about the allocation 
to agriculture. 

A second method which a market economy uses would be, of 
course, a shift in the structure of manufacturing output toward less 
raw material intensive products. Such a shift is undoubtedly taking 
place, as Table 4 indicates. The plan for 1961 is however silent on 
this point. It states frankly: “Our raw material needs increase 
rapidly. We have no basis of our own of crucial industrial raw 
materials. Thus we were in the last years unable to solve satisfac- 
torily the problem of adequate supplies of certain high grade rolled 
steels for our engineering industries. This caused complications and 


6 
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prevented the continuous flow of work.... We have in the last two 
years built much more than ever before. Yet our construction in- 
dustry has not developed as quickly as would have been necessary 
in order to expand important industrial capacities and reconstruct 
our cities and housing.... The shortfalls in construction during the 
past few years have been caused, among other reasons, by the fact 
that we have as yet been unable to make sufficient machinery and 
construction steel available ”. 

The solutions to these frankly stated problems are all sensible, 
but they do not go to the heart of the problem. It is obviously 
sensible to raise labour productivity by introducing new techniques; 
it is obviously sensible to standardize as much as possible. The 
inventories kept in the East German (as in the Russian) economy 
are enormous by Western standards, and it is obviously rational to 
try and save raw materials and spare parts by reducing inventories. 
(Leuschner gives a particularly horrendous example of the case of 
one firm which ordered 1,500 spiral drills of a particular size 
although it used only 91 in eight months. He did not add that that 
firm probably expected to get only 150!). It is also sensible to try 
and rationalize investment activity, a field which is stated to be 
particularly backward. It is sensible to try and utilize existing 
capacities more efficiently. It is even sensible, though it must hurt 
to make this decision, to scrap the whole aircraft industry — started 
with great fanfare only a few years ago — in order to free essential 
machinery for other uses. It is inevitable and sensible from the 
standpoint of the planners to reduce the planned imports of cocoa, 
coffee and oranges below the originally envisaged levels in order to 
save foreign exchange for the higher priority special steels. 

But the crucial problem is evidently how to utilize the available 
resources best in an international context. The problem of the East 
German economy is, in this respect, not unlike that of many an 
underdeveloped country which is trying to increase its production 
beyond its capacities and is running into balance of payments 
troubles. But the problem in East Germany is aggrevated by the 
fact that, despite partially successful attempts at international co- 
ordination of planning within the bloc, no successful substitute for 
even a poorly working world market has been found. The interna- 
tional integration within the bloc has remained essentially on a 
“ project ” basis: a series of agreements state specifically that certain 
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members of the bloc will produce certain outputs. Now obviously, 
any plan ultimately must be resolved into specific projects and 
items — this is true in a market economy as much as in a planned 
economy. But even adding up all “projects” does not make a 
whole plan, nor does it give a consistent picture because of the many 
indirect repercussions and adjustment processes within an economy 
which a market takes care of — not very efficiently to be sure — 
but which the planned economy has not solved even as well. 


Vv 


It is absurd to assert that the continuous crises of the planned 
economy spell its collapse. The East German economy works, but 
it works much less efficiently than the planners wish us to believe. 
The growth rates are impressive, but they are surpassed by West 
Germany or Japan. Output per worker is poorer than in the com- 
parable West German economy, and it is likely that a comparison 
of output per man-hour would be even less favourable to the 
planned economy. Most of the excuses for the poorer performance 
will however not stand up upon analysis. The tightness of the 
labour situation in East Germany is matched by the West German 
employment record, where open positions exceed registered unem- 
ployed and foreign workers fill vital gaps. But whereas the West 
German economy has been integrated into an expanding world 
economy, the East German economy suffers from the fact that the 
growth of the member nations of the bloc has not led pari passu 
to an equal improvement in its international integration. Finally, 
planning itself is not all it is supposed to be in the text book. 
Russia recently had to crack down on its “ capitalists”. Leuschner 
in his report stated that investments in East Germany were limited 
by the capacity of the construction industry, adding that too much 
construction took place outside the plan. 

The East German economy is a fascinating example of a 
successful planned economy. The fascination stems from the fact 
that it is to such an enormous extent comparable to the West 
German economy. It has a common history and culture; it started 
from a similar economic structure; its factor endowment was broadly 
similar except for soft coal of metallurgical quality. Its investment 
ratios since 1955 have become similar to those in West Germany; 
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its employment record is similar. The degree of literacy, of educa- 
tion and research are similar. Yet the impressive East German 
per capita growth rates are less than in West Germany; the standard 
of living is noticeably lower; the output per man is significantly 
less. The reasons for the differences in the performance of the 
East and the West German economies must be due to the fact that 
planning works poorly for adaptive processes — “ continuous changes 
in the plan hinder the initiative” as Mr. Leuschner has put it — 
and it works no better than the market for motive processes and 
that, in particular, no efficient plan substitute has yet been found 
for a world market. 


Wotrcanc F. SToLPer 


Lagos 





The Montevideo Treaty 


and Latin American Economic Integration 


Provisions of the Montevideo Treaty 


Signed by seven countries (Argentina, Brazil, Chile, Mexico, 
Paraguay, Peru and Uruguay) in February 1960 and subsequently 
ratified by all the respective Parliaments, the Montevideo Treaty 
establishing the Latin American Free Trade Association (LAFTA) 
is despite its relative brevity a rather far reaching legal instrument: 
It embodies not only provisions for gradual trade liberalization 
within the area, but also establishes a basic albeit sketchy structure 
of a regional economic integration programme. 

The Treaty’s 65 articles grouped under 12 chapters are followed 
by a number of explicative protocols and two resolutions (on credits 
and payments problems and on Bolivia’s adherence to LAFTA). 
Applicable to substantially all the reciprocal trade among the sign- 
atories, it provides for gradual elimination — within no more than 
twelve years from the effective date of the Treaty (June 1, 1961) — 
of all “ duties, charges and restrictions as may be applied to imports 
of goods originating in the territory of any Contracting Party ” (1). 
For purposes of the Treaty, “duties and charges” mean customs 
duties and any other charges of equivalent effect — whether fiscal, 
monetary or exchange — that are levied on imports. 

The trade liberalization will be achieved through negotiations 
aimed at establishing: (a) national schedules specifying annual con- 
cessions which each country is to grant to the others; and (b) a 
common schedule listing the products on which the Contracting 
Parties collectively agree to eliminate completely, within a period 


(1) No official English language text of the Montevideo Treaty exists; all the quotations 
follow an unofficial transiation, published by the U.N, Economic Commission for Latin 
America (ECLA) in February 1960. 
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of not more than twelve years, duties, charges and other restrictions 
in connection with commerce within the Free Trade Area. 

Each Contracting Party is committed to granting annually to 
other members of LAFTA reductions in duties and charges equi- 
valent to 8° of the weighted average applicable to third countries. 
The common schedule shall constitute, in terms of the aggregate 
value of the trade among the member countries, 25°/ of such trade 
after the first three years; 50°/ after six years; 75°/, after nine years; 
and “ substantially all of such trade” at the end of the twelve-year 
period. Concessions granted on products which appear only in the 
national schedules may be withdrawn by negotiation among the 
Contracting Parties in return for adequate compensation; however, 
the inclusion of the products in the common schedule is final and 
irrevocable. 

The method of weighted averages in reducing tariffs, just as 
that applied by the Six in Europe, aims at endowing the Contracting 
Parties with a certain freedom of action in subsequent negotiations 
and thus assuring a gradual adaptation of the national productive 
structure to the trade liberalization programme. Thus, any country 
that wants to protect one of its domestic industries, for a certain 
transitory period, may grant relatively limited concessions to products 
of the competitive industries within the area, provided that more 
substantial concessions will be extended to other products in such 
way as to reach the required annual average. 

The purpose of the negotiations, Article 10 of the Treaty de- 
clares, shall be “to expand and diversify trade and to promote the 
progressive complementarity of the economies of the countries of 
the Area”. For that reason the percentages referred to in respect 
to the gradual expansion of the national and common schedules 
“shall be calculated on the basis of the average annual value of 
trade during the three years preceeding the year in which each 
negotiation is effected ”. 

The concept of “reciprocity of concessions” was drastically 
revised during a series of negotiations prior to the signature of the 
Treaty and does not provide for the balancing of trade of each 
member country with the rest of the Free Trade Area. As expressed 
in Article 13, “the reciprocity... refers to the expected growth in 
the flow of trade between each Contracting Party and the others 
as a whole, in the products included in the liberalization programme 
and those which may subsequently be added”. If as a result of the 
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concessions granted, significant and persistent disadvantages are 
created in respect to trade within the Area, the member countries 
will — says the Treaty somewhat vaguely — “consider steps to 
remedy these disadvantages with a view to the adoption of suitable, 
Non-restrictive measures designed to promote trade at the highest 
possible levels ”. 

To reduce the possibility of a recurrence of situations in which 
the trade liberalization would bring “significant and persistent 
disadvantages ” to a member country “ the Contracting Parties shall 
make every effort — in keeping with the liberalization objectives of 
the present Treaty — to reconcile their import and export regimes, 
as well as the treatment they accord to capital goods and services 
from outside the Area”. 

The Treaty establishes safeguards for two specific situations: 
(a) if imports of products from the Area under the liberalization 
programme “have, or are liable to have, serious repercussions on 
specific productive activities of vital importance to the national 
economy ”; and (b) in case of a seriously unfavorable over-all balance- 
of-payments situation. In the first case, the Contracting Parties may 
authorize a given country to impose on a temporary basis “ non- 
discriminatory restrictions upon imports included in the liberaliza- 
tion programme which originate in the Area”. In the second 
situation, the Contracting Parties may likewise, and also on a tem- 
porary basis, authorize a member country to extend to intra-regional 
trade its measures aimed at correcting a balance-of-payments dis- 
equilibrium. Should any such measures remain in effect for more 
than one year, the LAFTA Conference will immediately initiate 
negotiations with a view to eliminating the restrictions adopted. 

Safeguard clauses do not apply to the common schedule goods 
in this sense: although temporary import restrictions can be applied 
to them as well under the specific circumstances described earlier, 
these products are not subject to subsequent renegotiation by a 
country invoking a safeguard clause. In other words, no member 
country can restrict for more than a year its import trade of goods 
fully liberalized within the Area. On the other hand, concessions 
on products contained in the national schedules may be renegotiated 
on the basis of adequate compensation, if they result in imports 
seriously affecting specific national productive activities. 

Following closely the ideas expressed earlier by the ECLA 
Working Group on the Latin American Common Market, the 
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Montevideo Treaty envisages exceptions in respect to agriculture and 
a special regime for the less developed member countries. (Paraguay 
is presently the only signatory falling into this category, but Bolivia 
and Ecuador (2) made it clear that they would consider entering 
LAFTA only as members of such a special group). 

In respect to agriculture, the Treaty states that the member 
countries “shall seek to co-ordinate their agricultural development 
and agricultural commodity trade policies, with a view to securing 
the most efficient utilization of their natural resources, raising the 
standard of living of the rural population, and guaranteeing normal 
supplies to consumers, without disorganizing the regular productive 
activities of each Contracting Party”. During the period provided 
for the establishment of the Free Trade Area, however, the member 
countries may limit their imports of agricultural commodities to 
the amount required to meet the deficit in internal production, 
giving priority “ under normal competitive conditions ” to products 
originating in the Area and attempting to expand such intra-regional 
commercial exchange. 

In order to facilitate economic growth of the less developed 
member countries, the Treaty offers them: (a) unilateral concessions 
on the part of any of the other LAFTA members, to be granted 
“in order to encourage the introduction or expansion of specific 
productive activities ”; (b) implementation of the trade liberalization 
programme “under more favourable conditions, specially agreed 
upon ”; (c) special non-discriminatory measures aimed at the pro- 
tection of domestic industries in the less developed countries, whether 
for balance-of-payments reasons or for the purpose of lending transit- 
ory encouragement to economic development; and (d) collective 
arrangements for financial and technical assistance to be extended 
by LAFTA countries as a whole or any group of them. 

Chapter III of the Treaty, which contains certain provisions for 
“expansion of trade and economic complementarity ” represents a 
conscious attempt to create the necessary conditions for a broader 
regional economic integration in future. It is here where a com- 
mitment is made for facilitating “the increasing integration and 
complementarity ” of the economies of the Contracting Parties 
through their making “ every effort... to reconcile their import and 


(2) Ecuador decided to join the LAFTA late in May 1961. 
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export regimes, as well as the treatment they accord to capital, goods 
and services from outside the Area ”. 

Furthermore, Article 16 envisages “ progressively closer coor- 
dination of the corresponding industrialization policies” through 
agreements “among representatives of the economic sectors con- 
cerned”. It also recommends negotiation of “ mutual agreements 
on complementarity by industrial sectors”. Participation in these 
agreements must be open to all the Contracting Parties, but 
subsequent concessions would not have to be extended automatically 
to non-participating member countries. 

Finally, the Treaty of Montevideo establishes two organs of 
the Association — a Conference of the Contracting Parties and a 
Permanent Executive Committee. Consisting of representatives of 
the member countries, each of which is to have one vote, the Con- 
ference will meet at least once a year to adopt decisions on all major 
matters of substance. During the first two years the Treaty is in 
effect, Conference decisions are valid when affirmative votes are cast 
by at least two-thirds of the Contracting Parties and providing no 
negative vote is cast. The voting system for the subsequent period 
will be decided by the Conference itself. Thus, in effect, at least 
in the early stages of the Treaty’s implementation, each LAFTA 
member has a veto power in all substantive questions (3). 

The Executive Committee is the permanent organ of the Asso- 
ciation. responsible for supervising the implementation of the pro- 
visions of the present Treaty. It will consist of representatives of 
each member country and will have a Secretariat headed by an 
Executive Secretary and staffed by technical and administrative per- 
sonnel, ECLA and the Inter-American Economic and Social Council 
of the OAS will act as technical advisers to the Association. 

Even a casual student of the Treaty must notice a certain 
disproportion between the provisions of the central part dealing 
with the establishment of the Free Trade Area and the broader 
aims, as defined in the Preamble and in Chapter III on “ expansion 
of trade and economic complementarity ”. 


(3) A U.N. Economic Commission for Africa’s paper The Significance of Recent Com- 
mon Market Developments in Latin America, published: in December 1960, recalls that the 
O.E.E.C. operated successfully for many years on the basis of unanimity principle and expresses 
an opinion that “ given a basic will in all countries to make the Treaty work, there is no 
reason why the same principle would not prove satisfactory in the context of Latin America”, 


p. 69. 
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What the Treaty establishes in its main operative section — if 
viewed in static terms — is a fairly modest mechanism calling for 
a very slow and gradual expansion of intra-regional trade with the 
emphasis on existing trade (limited at the present time to relatively 
few basic commodities such as foodstuffs and certain industrial raw 
materials). Even in this respect the scope of the Treaty is closely 
circumscribed by a special regime for agriculture, escape clauses and 
a possibility of renegotiating the composition of the national sche- 
dules in the light of the subsequent experience of the member 
countries. 

On the other hand, the Free Trade Area is clearly meant to 
be a major vehicle for regional economic cooperation and integra- 
tion. This is not only the intent of its sponsors and authors but the 
interpretation of the majority of Latin American economists as well. 
The Preamble to the Treaty unmistakably links trade expansion 
among the seven initial signatories and future adherents to LAFTA, 
with the basic objective of the whole region: acceleration of economic 
growth. It declares, inter alia, that the participating countries are: 


“Persuaded that the expansion of present national markets, through 
gradual elimination of barriers to intra-regional trade, is a prerequisite if 
the Latin American countries are to accelerate their economic development 
process in such a way as to ensure a higher level of living for their 
peoples, 

“ Aware that economic development should be attained through the 
maximum utilization of available production factors and the more effective 
coordination of the development programmes of the different production 
sectors in accordance with norms which take due account of the interests 
of each and all and which make proper compensation, by means of 
appropriate measures, for the special situation of countries which are at 
a relatively less advanced stage of economic development... 

“Determined to persevere in their efforts to establish, gradually and 
progressively, a Latin American common market and, hence, to continue 
collaborating with the Latin American Governments as a whole in the 
work already initiated for this purpose, and 

“Motivated by the desire to pool their efforts to achieve the progres- 
sive complementarity and integration of their national economies on the 
basis of effective reciprocity of benefits... ”. 


Furthermore, as mentioned above, the text of the Treaty itself 
contains very broadly-defined provisions for “ increasing integration 
and complementarity ” within the area, by reconciling import and 
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export regimes, and the treatment accorded to capital, goods and 
services from outside the zone, and by industrial complementarity 
agreements in particular industrial sectors. 

Clearly, the Montevideo Treaty, in spirit if not in letter, aims 
at establishing something potentially larger than a free trade zone 
but, at the same time, much less ambitious than a common market. 
On the other hand, it leaves open — presumably for future negotia- 
tion — not only all the basic measures needed to implement regional 
integration objectives, but also certain important issues that are of 
critical importance to the adequate functioning of a free trade zone 
in a region characterized by a very uneven and still incipient over- 
all economic development. The LAFTA agreement, for example, 
deals only parenthetically (in one of the annexed resolutions) with 
the key problem of an intra-regional payments system without which 
it will be difficult to expand the flow of even existing trade. The 
Treaty is also fairly nebulous with respect to practical measures which 
would assure the full advantage of participation for countries “ at 
a relatively less advanced stage of economic development ”. 


Previous quest for regional solutions 


For the purpose of clarifying this dichotomy of the Treaty it 
is necessary to review developments which led to its birth. Economic 
trends in the underdeveloped parts of the world economy in the 
post-Korean period, the growing realization of dangers involved in 
economic stagnation of Latin America and various futile attempts 
to forestall this stagnation, influenced the final shape of the LAFTA 
no less than did political developments in the outside world and 
the orthodox approach to the problem of growth on the part of 
international financial organizations. 

Together with Asia and Africa the southern part of the Western 
Hemisphere has been facing serious difficulties since the beginning 
of the past decade. This occurred after 15 years of a relatively rapid 
economic expansion in the region, sparked by the outbreak of the 
Second World War and stimulated by the prolonged boom in inter- 
national commodity markets which tapered off with the cessation 
of hostilities in Korea. During the period 1940-1955, major Latin 
American countries (Argentina, Brazil, Chile, Mexico, and, to some 
extent, Colombia) registered an impressive progress in diversifying 
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and industrializing their economies notwithstanding the lack of well 
thought-out development policies. But the industrial growth in that 
period followed the pattern of that in nineteenth century Europe 
and the U.S., being concentrated mainly on consumer good indus- 
tries, which involve relatively modest investment outlays and are 
easily adaptable to the limited size of individual national markets (4). 

By the beginning of the fifties when all the major countries 
had completed this first stage of industrialization, they were ready 
to enter the next one — that of building up a broader industrial 
base including the manufacture of certain capital goods. Dependent 
upon increase in the level of investments and imports and the avail- 
ability of sizable markets, such a development was hampered 
seriously, however, by the fact that the import capacity could expand 
no further. On the other hand, pressures for continued industrial- 
ization were growing not only because of the “ demonstration effect ” 
of the living standards in the fully developed Western economies, 
but also because of the population explosion which was a concomitant 
of the improved health conditions in the area (5). Although smaller 
Latin American republics, for very reasons, did not translate the 
decade and a half of extremely satisfactory export proceeds into any 
tangible internal economic growth (6) (and in that respect the 
distance between more and less advanced countries increased in 
Latin America in modern times), they also became deeply affected 
by the double impact of the population explosion and the “ revolu- 
tion of rising expectations ”. 

The position of the whole region was further aggravated, on 
the one hand, by the refusal of many of the governments concerned 
to stop improvising domestic economic policies and introduce certain 
basic structural reforms and a more rational allocation of resources; 
and, on the other, by the insistence of the United States and inter- 
national organizations upon orthodox economic and financial policies, 


(4) The size of effective domestic markets varies considerably within the region, covering 
about 80% of population in the southernmost republics; perhaps 30 to 40% in Brazil and 
Mexico; and much less in the least developed parts of Latin America: the Caribbean region, 
Central America, Venezuela, Peru, etc. 

(5) The rate of demographic growth in Latin America (2.7%) is the highest in the 
world, and it is estimated that the region’s population will double within the next quarter 
of century. 

(6) For a detailed analysis of the primitive export economies, see JonaTHAN V. Levin, 
The Export Economies-Their Pattern of Development in Historical Perspective, Harvard Uni- 
versity Press, Cambridge Mass., 1960, pp. xvi+ 347. 
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which under completely different circumstances were responsible in 
part for the West European postwar recovery. Under these rather 
depressing conditions the concept of Latin American economic co- 
operation was born. 

The crystallization of the idea within the ECLA group was 
preceded by years of work by its economists on adapting the eco- 
nomic development theory to particular Latin American conditions, 
Numerous studies on inter-regional trade, and persistent efforts 
towards integrating a group of five Central American republics (7). 
But until 1956 no one in the region, including the ECLA group 
itself, had any clear notion of the need for a Latin American regional 
economic integration, a common market, or a free trade zone, 
although ECLA — through its annual Economic Studies and related 
papers issued since the beginning of the past decade — had con- 
tinuously been offering pessimistic views on the future of the region’s 
economy in the light of external trends, and had been occasionally 
making well-documented calls for international economic coopera- 
tion, i.e. for increased U.S. aid to Latin America (8). At that time, 
concrete problems preoccupying Latin American experts were those 
of terms of trade, external aid and the traditional flow of goods 
within the region. Since the only commercial exchange worth men- 
tioning — with the exception of the Venezuelan oil trade — was 
that among the four southernmost countries (Argentina, Brazil, Chile 
and Uruguay) the early efforts under ECLA auspices were directed 
to the solution of trade problems within the southern zone of Latin 
America (9) and not to truly regional arrangements. 

A concept of regional cooperation based on trade preferences 
as a means towards the acceleration of Latin American economic 


growth appears for the first time in studies elaborated in 1956-57 


(7) Theoretical contributions of the ECLA group to the understanding of the Latin 
American development process, which started with the setting up of this regional U.N. body 
in 1948, were dismissed for about a decade by economists and governments of the advanced 
countries as useless exercises of doubtful scholarly value. ECLA work on Latin American trade 
within the region and with the rest of the world started in 1952, and the Central American 
economic integration programme was initiated in 1951. 

(8) See particularly, ECLA, International Cooperation in Latin American Development 
Policy, submitted to the Inter-American Meeting of Ministers of Finance and Economy, held 
in Petropolis, Brazil, in late 1954. 

(9) As a matter of fact, one of these pioneer ECLA studies, published in 1954, under 
the title Study of the Prospects of Inter-Latin American Trade, carried a subtitle “ Southern 
Zone of the Region ”. 
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for the ECLA Trade Committee (10), a body created in 1956 and 
whose initial function was to analyze and help resolve problems 
related to commercial policy, payments, maritime transport and the 
like, primarily of the countries already participating actively in intra- 
regional trade. Even at the Inter-American Economic Conference, 
held at Buenos Aires in the fall of 1957, when for the first time 
the idea of regional economic cooperation was fully discussed, con- 
cepts were far from clarified, and the debate covered proposals on 
a common market, a free trade zone, sub-regional trade grouping, 
hemispheric integration, etc. However, aware of the continuous dete- 
rioration in the external and internal economic position of Latin 
America, the absence of any coherent and promising policy towards 
the region on the part of the industrial countries, and the signature 
of the Treaty of Rome in March, 1957, participants in the Buenos 
Aires gathering voted a resolution stressing “the convenience of 
establishing gradually and progressively, in a multilateral and com- 
petitive manner, a Latin American common market” and recom- 
mending that ECLA work out with the participation of the 
Organization of American States specific proposals on the structure 
and modalities of such a regional agreement. 

Within a year of the first meeting of the ECLA Working Group 
on the Common Market (Santiago, February 1958) fundamental 
principles and basic recommendations of an arrangement covering 
the whole of the subcontinent were ready for presentation to the 
ECLA Conference at Panama City (May 1959). Certain features 
of these proposals found their way into the Montevideo Treaty signed 
nine months later. 


An ECLA-sponsored common market plan 


General principles to be followed by a Latin American common 
market should have included the following, in the opinion of the 
ECLA Working Group: 


1. Membership in the regional market must be open to all 
Latin American countries; 


(10) For details, see Vicror L. Urquipi, 7 rayectoria del mercado comin latinoamericano, 
CEMLA, Mexico, 1960, pp. 61 and ff. 
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2. The ultimate aim of the regional market should be the 
inclusion of all goods produced within the area; but this does not 
mean, however, that the regional market must become effective 
immediately for all such goods. 


3. The less advanced countries should be accorded special 
treatment to enable them, through progressive industrialization and 
the overall strengthening of their economies, to share fully in the 
benefits of the regional market. 


4. It will be desirable eventually to establish a single customs 
tariff vis-a-vis the rest of the world. 


5. The specialization in industries and other activities which 
is one of the objectives of the arrangements must be the outcome 
of the free interplay of economic forces. 


6. In the interest of greater efficiency, the regional market 
must have a special system of multilateral payments conducive to 
maximum inter-Latin American trade reciprocity. 

7. Member countries must have the right to impose temporary 
import restrictions. 

8. Participating countries must also have the right to restrict 
imports of agricultural commodities. 


g. Rules of competition should be established to prevent the 
export trade of a member country from prejudicing the activities 
of other participants in the regional market. 


10. The regional market must be provided with an effective 
system of credit and technical assistance. 


11. An advisory body constituted by the member governments 
should be set up, as well as a system of arbitration. 


12. During the formation of the regional it would be highly 
desirable to enlist the active cooperation of Latin American free 
enterprise. 


These basic principles served as guides during the subsequent 
elaboration of concrete proposals (11) for presentation at the ECLA 
Trade Committee Conference in Panama City in May, 1959. They 


(11) All the pertinent documents can be found in Unirep Nations DEPARTMENT OF 
Economic anp Sociat Arramrs, The Latin American Common Market, New York, 1959, 
pp- 1v+146 (Sales No. 59.II.G.4). 
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provided for the establishment of a free-trade zone, that was to be 
transformed progressively into a customs union. The Working 
Group recommended that the reduction of tariffs and other restrict- 
ions in intra-regional trade be implemented in two stages: During 
the first stage, to last 10 years, a substantial reduction (but not the 
complete elimination) of restrictions on trade among the participants 
would take place, with the scope of the reduction depending upon 
the commodity category. During the second stage, the reduction 
of tariffs and other trade restrictions within the area would be 
completed and the common market would be established, according 
to procedures agreed upon by negotiations to be undertaken before 
the end of the first stage. 

The draft proposed furthermore a division of commodities enter- 
ing intra-regional trade into three major groups: 1) primary pro- 
ducts; 2) capital goods and other manufactures, the demand for 
which is growing rapidly; and 3) manufactured consumer goods. 
During the first stage, tariffs and other restrictions on trade in the 
first category of goods would be completely eliminated, with certain 
exceptions for agricultural commodities. Tariffs and other restrict- 
ions on the second category would be reduced as much as possible 
to stimulate intra-regional exchange of the products of the so-called 
dynamic industries. In regard to the last group, trade liberalization 
would be implemented slowly to provide for the internal adjustment 
in the field of existing industrial activities. Agricultural commodities 
would be subject to a special regime, in consideration of the relative 
backwardness of this sector and the need for domestic protection 
for some time of the primitive agricultural subsistence sector, which 
otherwise would become the first victim of the more efficient pro- 
ducers in certain countries in the area (12). 


(12) Commenting on the complicated mechanism proposed by the ECLA Working 
Group with respect to the distinction to be made between different commodity groups, a 
U.N. Economic Commission for Africa study, The Significance of Recent Common Market 
Developments in Latin America, Addis Abeba, December 1960 (E/CN.14/64) wrote: “... the 
danger was foreseen that if the establishment of a common market were based too closely upon 
the models provided in Europe too much attention might be concentrated on competition 
between Latin American industries and too little upon the expansion of industry in the area 
as a whole. Any common market set up in an underdeveloped region such as Latin America 
should, it was felt, be concerned first and foremost with the encouragement of economic 
development, and only secondarily with promoting competition between existing industries. 
It was for the reasons that the ECLA Working Group considered that a slower process of 
transition to free trade should be envisaged for the products of such industries ”. 
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Taking into consideration the different degrees of development 
achieved by the Latin American republics and fearful that the com- 
plete dismantling of trade restrictions within the regional market 
would expose the least developed countries to dangerous competition 
from the more advanced members and foster the transfer of resources 
to the richer republics, the regime the ECLA Working Group pro- 
posed for relatively less developed countries provided for classification 
of all participants into three groups according to their respective 
margins of import substitution and export potential. Within this 
framework, the liberalization targets for the less developed countries 
would be implemented more slowly than in the case of the more 
advanced participants; and, furthermore, special concessions were to 
be extended to the poorer countries in the form of additional facilities 
with respect to their intrazonal exports of manufactures as well as 
primary commodities. 

For the purpose of assuring reciprocal trade benefits to all 
participants, it was suggested that these benefits be measured by 
actual trade flows. Whenever a member country achieved an increase 
in its exports to the area without a corresponding increase in its 
purchases, and thus its benefits would be greater than its concessions, 
it would have to speed up its liberalization measures. A country 
finding itself in an opposite situation and facing balance-of-payments 
difficulties as a result of trade concessions granted to the regional 
group would have a right to slow down, temporarily, the imple- 
mentation of its liberalization commitments. 

The ECLA Working Group proposal also stressed the necessity 
to organize a payments and credit regime to facilitate the multilateral 
liquidation of transactions between member countries; foster specific 
sub-regional complementarity and specialization agreements by coun- 
tries “ linked by geographical proximity or common economic inte- 
rests”, not to be automatically extended to the other members; 
coordinate trade policy with third countries; and define at an early 
date criteria to be followed for determination of the origin of goods. 

After a thorough discussion of the report the Trade Committee 
asked the ECLA Secretariat to set up a group of governmental 
experts, appointed by the interested member countries, for the pur- 
pose of preparing a draft agreement for a Latin American common 
market. This was to be submitted at an early date to the various 
governments for approval and eventual adherence. The matter, 
however, took an unexpected course in view of the parallel prepara- 


7 
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tions of a plan for a sub-regional free trade zone, by a group of 
the southernmost countries (Argentina, Brazil, Chile and Uruguay). 
The expert body proposed by the ECLA Trade Committee has never 
met, and the rest of the year 1959 was taken up by intense diplomatic 
negotiations all over Latin America aimed at reconciling longer-term 
objectives of the Working Group with concrete short-term measures 
envisaged by the four southern republics. The Montevideo Treaty 
was the final result of these activities. Although much more modest 
and simplier than the structure proposed by ECLA, the Treaty 
incorporated some ECLA provisions and followed closely the main 
objectives of a regional integration programme. 

The doctrinal and theoretical justification of all these efforts is 
contained in a brief study prepared for the Panama City Conference 
by the ECLA Secretariat (13). It presents the case for Latin American 
integration through trade liberalization in the following way: 

During the period 1945-1955, Latin America underwent a pro- 
cess of rapid economic development which despite an increasing 
rate of demographic growth enabled the region as a whole to main- 
tain product growth per capita at 2.7°/, annually. The satisfactory 
economic expansion was possible largely because the purchasing 
power of exports increased at a similarly high rate. This important 
factor was helped by the import substitution process through indus- 
trialization, and a considerable inflow of foreign capital enabled 
the steady increase in the volume of investment required by the 
rapid rate of economic growth in the region. 

Available data suggest that the favorable combination of external 
factors outlined above is unlikely to be repeated in the next 15 years. 
Conversely, it can be asserted that Latin America has entered upon 
a new stage of economic development in which “ it will encounter 
international conditions resembling those it had to face after the 
world depression rather than those which prevailed in the post-war 
years” (14). As a consequence, independently of prospects for 
external financing in the form of economic aid and private capital 
inflow, the region must speed up the import substitution process 
considerably if it wants to develop at a rate similar to that registered 
in the first postwar decade. 


(13) Influence of the Common Market on Latin American Economic Development, a 
paper included in The Latin American Common Market, pp. 51-89. 


(14) Op. cit., p. 53- 
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It is difficult to believe — continued the ECLA experts — that 
this substitution process could be achieved with the fragmentation 
of the Latin American economy into 20 individual national markets. 
Larger countries need to substitute many capital goods exports, but 
their production involving high investment and economies of scale 
is not feasible without access to broader markets. Smaller republics 
in many cases cannot even enter the first stage of industrialization 
without unduly high protection. Thus, the integration of individual 
markets is a prerequisite to the maintenance of the - post-war rate 
of growth of the region’s economy with two other conditions of 
paramount importance being the liberalization of terms under which 
international financing is granted to the less developed areas, and 
the diversification of Latin American trade with the rest of the 
world. 

The present intra-regional trade was found to be of marginal 
importance to almost all the republics, but its potentialities very 
great. According to the ECLA projections based on realistic assump- 
tions regarding extra-regional exports during the next 15 years as 
well as the behaviour of the import coefficient, external resources 
available to Latin America by 1975 from its exports to the outside 


LATIN AMERICA: PROJECTION OF SOURCES OF SUPPLY Tams | 
OF SELECTED PRODUCTS, 1975 
Source of supply an 
supplies 
Commodity intra- extra- as per- 


regional regional an 


Machinery and equipment . Million dollars 5-435 | 3-687 60 
Passenger cars . Unit 1.308 482 73 
Steel and semi- en 

steel products . Thousand tons 32.300 86 
Copper and semi- cnmieaen- 

ed copper products Thousand tons 443 82 
Petroleum and derivatives . Million dollars 193 96 
Chemicals and chemical - 

ducts . . Million dollars 7.265 89 
Paper and penaiteiat ° Million dollars 1.331 86 
Cotton yarn and textiles Thousand tons 1.655 100 
Staple agricultural commodities _| Million dollars 13-280 98 





Source: ECLA, Influence of the Common Market on Latin American Economic Development.— 
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world would be able to cover only slightly more than one half of 
the total import needs. Consequently, there was room for a tenfold 
increase in the volume of inter-Latin American trade — at 1955 
prices — from some 750 million dollars a year in recent years to 
about $8.300 million in 1975. This would mean that Latin America 
itself would supply almost a half of its own import requirements in 
that year. In some industrial commodity groups the percentage 
would be even higher (see Table 1). 

Fulfillment of these quantitative objectives would depend to a 
great extent on trade liberalization within the area. This, in turn, 
was considered urgent because pilot studies on the relationship 
between prospects for inter-Latin American trade and economic 
development strongly suggested that if a common market were 
established, development would be more rapid than if the market 
were not organized, “not only in Latin America as a whole, but 
in each of the individual countries of the region” (15). The pro- 
gramme to be implemented would have to take into consideration, 
of course, the different degrees of productivity characterizing coun- 
tries at various stages of development and accept certain reasonable 
disparities in the individual rates of growth. 


The project for Southern Latin America 


Representing more than half of the inter-regional commercial 
exchange in the postwar period, trade between the four southern 
republics (Argentina, Brazil, Chile, and Uruguay) has a long tradi- 
tion. Although recently certain manufactures have figured in it in 
limited volume, in the fifties it still tended to be concentrated on 
basic commodities such as wheat, meat, sugar, fats, and fruits. 
Argentina and Brazil appeared in this market as suppliers, whereas 
the other two — Chile and Uruguay — had recourse to the two 
larger neighbours in order to obtain the foodstuffs that their own 
domestic production supplied either in insufficient quantities or not 
at all. Because of the policies of the respective governments aimed 
at attaining self-sufficiency in agricultural products, the prospects 
for steady expansion of this type of exchange have never been too 
bright, but nevertheless zonal trade played an important role as a 


(15) Op. at., p. 53- 
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source of supply to compensate for domestic deficits. For the same 
reason, it fluctuated widely from year to year. 

For a long time the trade among the four neighbouring coun- 
tries had been governed by a series of bilateral compensation agree- 
ments involving the selective use of exchange and trade controls. 
Difficulties encountered in bilateral settlements which led to the 
decline of trade in the mid-fifties together with the gradual simplifi- 
cation of cumbersome systems of controls on trade and payments 
made it advisable to seek a revision of existing arrangements, espe- 
cially since all four republics were anxious to continue their trade 
contacts in view of the serious balance-payments deficits with 
the outside world. After having achieved some uniformity in the 
bilateral payments arrangements through ECLA’s technical assist- 
ance, they sought a more permanent solution. The formula chosen 
was that of a free trade zone. Since Brazil, Chile, and Uruguay 
joined GATT in the early post-war period, it was thought necessary 
to follow GATT rules in that respect. The decision to set up a 
limited regional trade arrangement was taken at an ECLA-sponsored 
expert meeting, in August, 1958; and in the Spring of the following 
year, a few weeks before the ECLA Conference in Panama City, 
which was to consider its Working Group’s recommendations con- 
cerning a Latin American common market, the four republics 
finished drawing up a detailed draft of their treaty. 

This document, submitted for information at the Panama Con- 
ference, stressed the urgency to expand trade among the sponsoring 
republics, and expressed the hope that the proposed arrangement 
would represent a contribution to the subsequent broader regional 
trade integration. It indicated the willingness of the authors to 
negotiate a regional common market agreement as soon as details 
were worked out and, in the meantime, invited other countries to 
join the proposed free trade zone to be established within a ten-year 
period. The draft envisaged trade liberalization by means of annual 
8° tariff reductions for the inter-zonal exchange of goods, so that 
after the first three years, 25°/, of this trade would be totally freed, 
50% after six years, 75°/, after nine, and not less than 80° at the 
end of the period. It provided also for standardization of export 
and import regimes with respect to third countries and the applica- 
tion of the most-favoured-nation clause to all members of the zone. 
Escape clauses permitted member countries to impose quantitative 
restrictions on products whose domestic production was of major 





214 Banca Nazionale del Lavoro 


importance for the national economy or subject to special govern- 
mental support measures. Although no specific and additional con- 
cessions were offered to the less developed countries, the draft fore- 
saw the possibility of temporary arrangements to aid them in foster- 
ing certain productive activities. Payments within the zone were to 
be subject to the multilateral settlements system elaborated at the 
end of 1958 by a meeting of Latin American central banks’ experts. 

The simultaneous appearance of two concrete but competitive 
proposals forced upon ECLA and the Latin American governments 
the necessity to define speedily their respective positions and the 
course to be followed. The debates at the Panama City ECLA 
meeting made it clear that the southern project had one basic 
advantage, which represented also a direct threat to the ECLA- 
sponsored plans. The southern free trade zone would have been 
established before the common market. Would the latter be able 
to absorb a more limited subregional arrangement in time? Should 
the remaining republics establish a similar subregional arrangement 
in the northern part of Latin America and try to merge it with the 
southern group later on? Would not a temporary division of the 
region into two separate groupings create conditions conducive to a 
permanent split, similar to that taking place in Western Europe, 
but much more dangerous? Was there any way to reconcile two 
projects? These were the questions facing the ECLA Secretariat and 
leading Latin American economists and policy makers during the 
summer of 1959. 

The fact that the southern project left adherence to the free 
trade zone open to other Latin American republics seemed to offer 
the way out. In the next stage, the four-country project was extended 
somewhat by inviting Bolivia, Paraguay and Peru, neighbours of the 
original group, to take part in the negotiations. Even then, however, 
the composition of the expanded group strongly suggested a sub- 
regional arrangement. Willing to prove that this was not the case, 
the southernmost republics asked Mexico and Venezuela to send 
observers to a formal diplomatic conference convoked in September, 
1959 at Montevideo for the purpose of preparing a final draft 
of a free trade zone treaty. Both countries accepted willingly, and 
Mexico’s President, Adolfo Lépez Mateos, declared during his 
South American tour in the closing weeks of 1959 that his country 
would accede to participation in the free trade zone together with 
its original sponsors. By that time, the Treaty draft had been 
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expanded by inclusion of various important features of the plan 
which originated with ECLA Working Group on the Common 
Market. It embodied detailed provisions on the treatment to be 
granted to the less advanced countries, its reciprocity and escape 
clauses had been clarified and redefined, and the chapter on 
expansion of trade and economic complementarity were considerably 
strengthened. The final draft of the Treaty, however, followed 
with very few changes the main operative parts of the southern 
project governing the mechanism of the free trade zone, the timing 
of trade liberalization and similar decisive points. Because of the 
vehement opposition of the International Monetary Fund, the 
solution of the payments problem was left in abeyance. 

The negotiators agreed that adherence to the Treaty would be 
open to all republics in the region, and that on the expiration of 
the twelve-year term, the member countries would “ initiate the 
necessary collective negotiations with a view to fulfilling more 
effectively the purposes of the Treaty and, if desirable, to adapting 
it to a new stage of economic integration”. Thus, the final formula 
accepted by all seven sponsors has all the characteristics of a compro- 
mise. Some say that its most important virtue consists of avoiding 
a political and economic split in Latin America on the occasion of 
the first serious attempt to create conditions for long-term regional 
economic cooperation. 


GATT and the International Monetary Fund: opposite attitudes 














The attitudes of the General Agreement on Tariffs and Trade 
towards Latin American integration efforts and that of the Interna- 
tional Monetary Fund were and are diametrically opposed: the first 
on many occasions demonstrated an understanding of the objectives 
of the programme and a willingness to cooperate, whereas the 
second took a position of doctrinal and vehement insistence on the 
“sacred rules” of international trade and finance (16). 






(16) “ The conditions imposed on the underdeveloped countries by the I.M.F., seen 
througn the eyes of the outside observer, have run too much in the tradition of the banker 
and too little in the tradition of the entrepreneur. They have too easily subordinated the 
objectives of growth to those of stability. There are times, of course, when stability of some 
sort is a prerequisite to growth. But there are times, too, when growth is the instrument 
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Four out of the seven of the original participants in LAFTA 
had long been GATT members, and Argentine was considering 
such step since 1958. This explains why care was taken during 
the negotiations of the Montevideo Treaty to approximate it as far 
as possible to GATT rules concerning regional trade arrangements. 
It was officially known that for one principal reason the GATT 
Secretariat had not been ready to give favorable consideration to 
projects which emanated in 1958-59 from the ECLA Working 
Group: these proposals were envisaging a two-stage approach to 
the trade liberalization programme and provided a detailed defini- 
tion of the mechanism for the implementation of the first ten-year 
stage only. GATT argued that this might result in the establish- 
ment of a preferential system without any assurance that it would 
eventually become a free trade zone. GATT’s objections to the 
early versions of the project drafted by the four southern countries 
were less fundamental in nature, and subsequent contacts and 
discussions between the Latin American members of the organization 
and the GATT Secretariat were most amicable since GATT was 
doing its utmost to make allowances for the regions’s special diff- 
culties in the field of trade and economic growth. 

GATT was kept informed at all times regarding the progress of 
regional negotiations, and an early draft of the Treaty providing 
for a free trade zone was submitted for information by Brazil, 
Chile, Peru and Uruguay at the Fifteen Session of the Contracting 
Parties of GATT, held in Tokyo in the fall of 1959. In 1960, in 
response to the official presentation of the Montevideo Treaty to 
GATT, the latter’s Secretariat prepared a long questionnaire to be 
filled in by LAFTA members. Upon its return, a GATT working 
group was set up for the purpose of analysing the relative compati- 
bility between the two legal instruments. Following precedents 
established in the case of the Treaty of Rome and the Stockholm 
Convention, the Working Group recommended that note be taken 
of the Latin American arrangement and of the willingness of its 
participants to follow GATT rules governing free trade zones and 
customs unions; however, final judgement as to whether the Treaty 
was fully compatible with Article XXIV of GATT was to be held 


through which balance is eventually achieved ” — wrote a Harvard scholar, Prof. RayMonp 
VeRNoN, not long ago — in “ A Trade Policy for the 1960's”, Foreign Affairs (New York), 
January 1961. 
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in abeyance subject to further study. This ruling — GATT declar- 
ed — “should not prevent the signatories of the Montevideo Treaty 
from proceeding with the implementation of the Treaty after its 
ratification ”. 

That this ruling should not be construed as reflecting a hostile 
or indifferent attitude towards LAFTA was confirmed in very clear 
terms by the Assistant Secretary of GATT, Jean Royer, at the ECLA 
Conference held in Santiago in May, 1961 (17). Royer declared 
that : 


“We are gratified at the entry into effect of the Montevideo Treaty 
which responds to the twofold endeavor to found Latin America’s eco- 
nomic development on a broader base without affecting its trade with 
the industrial countries. Thanks to close cooperation between the ECLA 
and GATT Secretariats, it has been possible to eliminate the numerous 
obstacles that had arisen, remedy situations that at times were too strict, 
and facilitate recognition by the Contracting Parties in the General Agree- 
ment, of the Treaty signatories’ right to execute the Latin American 
integration project while simultaneously maintaining the benefits of the 
most-favored-nation clause for their exports. The Contracting Parties are 
particularly grateful to the Montevideo Treaty signatories for their efforts 
to adapt their association to GATT rules with regard to the establishment 
of free trade zones. GATT is not motivated by a doctrinnaire spirit when 
stating its conviction that the association has taken on the form of a free 
trade zone and not that of a preferential agreement... ”. 


Efforts to stimulate inter-regional trade trough multilateral 
handling of payments predate the crystallization of the idea of Latin 
American economic integration. In late 1956, the ECLA Trade 
Committee recommended that monetary authorities in the region 
seek a way to establish gradually a multilateral payments system 
which would take the place of existing bilateral agreements and 
facilitate commercial transactions between non-convertible currency 
republics of the South and the northern republics belonging to the 
dollar zone. A standard bilateral agreement, worked out by a 
group of eight South American central banks in mid-1957 under 
ECLA auspices, and adopted by Argentine, Bolivia, Chile and 
Uruguay, subsequently brought some measure of uniformity into 


(17) Translated from the Spanish text distributed by ECLA Secretariat at the Third 
Conference of the ECLA Trade Committee on May 8, 1961. Documento informativo n. 3. 
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the payments situation in the region, but was considered by all 
the parties concerned only as a preliminary and interim solution. 

At the end of 1958 another central bank conference was held 
in Rio de Janeiro to study ECLA proposals for a multilateral settle- 
ments system, and, eventually, for the establishment of a Latin 
American payments union. The success of any action in the field 
of regional economic cooperation, declared the ECLA paper sub- 
mitted to that meeting (18) “ will depend largely on effective colla- 
boration in two interdependent and, for the purpose at issue, 
indivisible fields: payments and trade policy”. In view of the 
absence of convertibility in most of Latin America, plus the general 
shortage of hard currencies and wide fluctuations in intra-regional 
transactions, ECLA supported the early creation of a mechanism 
for the multilateral compensation of bilateral balances in the area, 
to be ultimately replaced by a payments union. The first-stage 
agreement would provide for the compensation of outstanding 
balances originating from bilateral trade transactions, under a 
system similar to that which was put into effect in Western Europe 
between 1947 and 1950 to prepare the way for the European Pay- 
ments Union. The Latin American payments union proper was to 
have been established after the interim arrangement had been in 
operation for a few years and provided that trade between members 
under the stimulus of increasing liberalization had become substan- 
tially free from restrictions and discrimination. 

ECLA insisted that it was not premature to conduct a preli- 
minary examination of the feasibility of completely multilateral 
regional operations in view of emerging plans for the formation of 
a regional market: “If... the regional market is to be open to all 
Latin American countries, one sine-qua-non of its operation will 
be the existence of a multilateral payments regime under which the 
participants would incur no exchange risks. Hence, while still 
allowing prudent advances to be made towards the establishment of 
a common market, an analysis of the essential aspects of the multi- 
lateral payments regime proper will help to clarify certain problems 
which must gradually be solved before the regional market is 
established ” (19). 


(18) ECLA Trape CommitrEe, Payments in Inter-Latin American Trade, paper submitted 
to the Second Session of the Central Banks Working Group, Rio de Janeiro, November 24- 
December 4, 1958, p- 3- 
(19) Ibid., p. 11. 





= 


The Montevideo Treaty and Latin American Economic Integration 219 


Concrete proposals for setting up a regional system for multi- 
lateral settlements of bilateral trade balances (along the lines of that 
still operating today — under the management of the U.N. Eco- 
nomic Commission for Europe and covering bilateral transactions 
between Western and Eastern European countries) were submitted 
in the name of a group of the republics to the ECLA Trade 
Committee Conference at Panama City, with the understanding 
that such an arrangement would be followed by the creation of a 
payments union in some more distant future. The plan was rejected 
1n toto by the IMF representatives who considered it completely 
superfluous and unacceptable in view of the recent progress in the 
area towards convertibility and liberalization of trade and payments. 
The five main objections raised by IMF were as follows: 


1. Latin American bilateral trade is much smaller than that 
which took place in Europe immediately after the end of the war; 


2. The danger that the suspension of bilateral trade would 
lead to the large scale unemployment present in post-war Europe 
does not exist in the case of Latin America; 


3. Multilateral settlements are even less necessary in view of 
the recent return to convertibility in Argentina, Bolivia, Chile, 
Columbia, Paraguay and Peru; 


4. Bilateral payments agreements in force in the region could 
be easily substituted by direct arrangements between central banks 
and other financial agencies; 


5. Establishment of a payments union would easily result in 
the perpetuation of bilateralism “even though that might not be 
the intention of its authors ”. 


IMF’s negative attitude to any solution of payments problems 
in the region other than settlement in freely convertible currencies 
became even more vehement at the next meeting of the central 
banks in February, 1960 when a final attempt was made by the 
sponsoring countries and ECLA to incorporate measures providing 
for the solution of regional payments problems into the free trade 
zone treaty. All but one (20) of the participants in that Conference, 
which was held in Montevideo, were willing to support the revised 


(20) Peru, a country with persistent trade surpluses with the rest of Latin America. 
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and expanded ECLA proposals (21) but IMF stood fast in defense 
of its position that the proposed Latin American free trade area 
must be accompanied not by an area-wide compensation system with 
automatic or semi-automatic area credits, but by a system of settle- 
ments in freely convertible currencies. IMF was perfectly aware 
of its strength in dealing with the sponsors of the integration 
programme, as the majority were in the midst of stabilization 
programmes sponsored and financed by the Fund. Under these 
circumstances any “ rebellion” against IMF conditions was clearly 
impossible. The issue was shelved by agreeing on the formula that 
the problems involved required further study. No studies were 
initiated afterwards, however, notwithstanding the fact that in the 
meantime the Montevideo Treaty had been signed and ratified and 
became effective as of June 1, 1961. There was actually no need 
for them since IMF’s position continued without the slightest change 
as witnessed by the following brief reference to LAFTA made by 
the IMF representative at the ECLA Conference last May in 
Santiago: 


“With respect to the payments difficulties which the regional market 
may create, I am convinced that as long as the countries persevere in 
their stabilization efforts and in the defense of the convertibility and 
stability of their currencies, the Fund will give sympathetic consideration 
to the possibilities of financial aid aimed at eliminating these diff- 
culties” (22). 


It is fairly easy to refute the IMF line of reasoning at the 
Panama meeting: 


1. A comparison of the magnitude of bilateral trade in Europe 
in the late forties with current inter-Latin American trade makes 
little sense, if one assumes that the purpose of a regional free trade 
zone is to stimulate such trade to the utmost. 


(21) In their search for compromise ECLA experts proposed as an alternative an arran- 
gement, defined as an @ posteriori system of credits, providing for settlement of current opera- 
tions in dollars and the deposit in the payments agency at certain intervals of a part of the 
trade surpluses of creditor nations. These funds, in turn, would be placed at the disposal 
of the debtor countries in the form of loans. 

(22) Translation from the Spanish text of a speech made at the Third Session of the 
ECLA Trade Committee in Santiago on May g, 1961, by the IMF representative, JorcE 
pEL Canto (Documento Informativo n. 14, p. 3). 
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2. The mention of the absence of the danger of unemployment 
in the event of the suspension of bilateral trade in the area must 
have been based on the curious belief that Latin American economies 
function on the basis of full use of their resources. 


3- It is assumed erroneously that convertibility achieved in 
the past few years in certain Latin American countries is the same 
in substance as convertibility of the dollar or the Deutsche mark. 


4. The direct arrangements proposed are based on the avail- 
ability of high exchange reserves in individual countries and only 
slight fluctuations in intra-regional trade — both of which assump- 
tions are readily contradicted by IMF statistics themselves. 


5. If the establishment of a payments union leads to the 
perpetuation of bilateralism, then the E.P.U. was an unfortunate 
and retrogressive incident in Europe’s progress towards freedom of 
trade and convertibility. 


These and other counterarguments were used by Latin American 
experts and outside observers as well (23). The recent paper of 
the U.N. Economic Commission for Africa points out that the 
need for incorporation of a multilateral payments system into the 
free trade zone project in Latin America stems from one extremely 
important fact, which the IMF has never been able to deny: the 
persistent shortage of hard currencies in the entire region. The 
over-all liquidity position of Latin America continued to weaken 
throughout the fifties measured in terms of both the relative 
participation of the twenty republics in world gold and foreign 
exchange reserves and the relationship between reserves and im- 
ports (24). 

The very recent improvement in that respect for which IMF 
takes full credit, is of a purely statistical nature, since it fails to 
take into account the tremendous increase in the external debt of 
the major Latin American countries, a phenomenon which in the 
log run completely nullifies the moderate improvement in the reserve 


(23) See Sipney S. Dewi, Problemas de un mercado comin en América Latina, CEMLA, 
Mexico, 1959, especially Chapter VI, “ Sistema de Pagos - Problemas Generales ”, pp. 133-152; 
and U.N. Economic Commission For AFrica, The Significance of Recent Common Market 
Developments in Latin America, Addis Abeba, December 1960, pp. 75-82. 

(24) For details, see Aspectos Monetarios de las Economias Latino americanas, 1959, 
CEMLA, Mexico, 1960, pp. 86-98. 
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position of certain of the republics. The “dollar glut ” which took 
the place of the “dollar shortage” in the industrial part of the 
world economy in the past four years did not unfortunately become 
any major headache for Latin Americans. Quite the contrary, the 
region is worse off today with respect to the availability of hard 
currencies than it has been at any other time in the postwar period. 
Were this not the case, there would be no point in the U.S. 
Government’s organizing and expanding emergency aid programmes 
to Latin America or, indeed, in the proud assertion of the Fund 
itself to the effect that its financial assistance to the region is growing. 
If Latin America were not continuously facing balance-of-payments 
crises of varying intensity, there would be no reason for individual 
republics to condition their return to covertibility to acceptance by 
the Fund of measures in the field of exchange and trade restric- 
tions (25) — which in many cases render the convertibility announce- 
ments quite meaningless. 

The ECA study quoted above leaves no doubt with respect to 
the impact of IMF attitudes on the future of the Latin America 
integration programme (26): 


“If the Latin American countries all had very large reserves of gold 
and foreign exchange, they could, perhaps, afford to face the prospect of 
temporary balance-of-payments deficits arising from liberalization of im- 
ports without undue concern. For their gold and foreign exchange would 
provide them with the margin of time needed for corrective measures 
dealing with the basic causes of such deficits to take effect... It therefore 
appears that for many countries in Latin America, the reduction of trade 
restrictions may be incompatible with full payments in convertible cur- 
rencies. If they are to pay wholly in dollars for their imports from other 
countries in the area, they may find themselves compelled to maintain 
restrictions on trade with one another not less severe that the restrictions 
which they employ in trade with the rest of the world. In other words, 
given the existing foreign exchange position in Latin America, the conduct 
of intra-regional payments on the basis of complete settlement in gold 
and dollars would defeat the whole purpose of a common market by 
making the liberalization of trade impossible, or at least very difficult”. 


(25) Every conceivable rationalization is applied to these measures, so that the IMF 
Articles of Agreement appear to be fulfilled to the letter. 

(26) ECA, The Significance of Recent Common Market Developments in Latin America, 
p- 76. 
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The United States and Latin American integration efforts 


In contrast to the wholehearted support extended since the 
inception of the Marshall Plan to the concept of European economic 
cooperation and the active assistance given later to the European 
Economic Community, the U.S. attitude towards Latin American 
integration efforts during the years preceding the advent of the 
Kennedy Administration was ambivalent, to say the least. 


“To date — one of the Democratic leaders in the U.S. Senate, Mike 
Mansfield, wrote a few weeks before the signature of the Montevideo 
Treaty —- ‘the Administration has taken the view that a common market 
in this hemisphere is a Latin American affair. While the idea has not 
been discouraged, little has been done to encourage it... The present 
concern of Latin America with the common market concept affords the 
U.S. one more opportunity to end the downward spiral in inter-American 
relations. What is needed is a policy initiative which is at once dynamic, 
understanding and creative. Unless we act promptly in displaying that 
initiative we shall leave the impression, as we have done so often in the 
last few years, that we are little concerned with Latin America’s interests 
unless we are prodded and shocked. Should that impression once again 
take hold in connection with the American common market concept, any 
subsequent positive action on our part will be stripped of much of its 
value’” (27). 


It is true that at various inter-American meetings held between 
1958 and 1960, the United States joined the Latin American 
countries in passing a number of resolutions expressing support in 
general terms of the idea of regional trade cooperation. But these 
resolutions and declarations always spoke of the advisability of 
establishing regional common markets and not the Latin American 
common market as proposed by ECLA. An excerpt from the final 
official communiqué from the Inter-American Conference of Fo- 
reign Ministers, held in Washington in September, 1958, gives an 
example of a formula acceptable to the U.S. It declares that: 


“It would be well for the governments directly concerned and the 


international organizations directly interested, chiefly the Organization of 


(27) Sen. Mike MansFiztp, “Common Market for Latin America”, The New Leader 
(New York), January 25, 1960, p. 9. 








224 Banca Nazionale del Lavoro 










































American States, the Economic Commission for Latin America and their 
Organization of Central American States, to expedite their studies and 
concrete measures directed towards the establishment of regional markets 
in Central and South America” (28). 





Although Harold M. Randall, the U.S. delegate to the ECLA 
Conference in Panama in 1959, declared that “we are not trying 
to decide whether the Latin American countries prefer one or more 
common markets”, and “ any alternative can be beneficial so long 
as the market or markets are established on a competitive basis ” 
the impression prevailed for long time all over Latin America that 
since it was doing nothing to encourage Latin American integration 
on a truly regional scale and as a rule used the term common 
markets, the U.S. was not interested until very recently in anything 
exceeding loosely linked subregional trade groupings in the area. 

Official U.S. documents and the writings of leading U.S. experts 
in hemispheric affairs abound in circumstancial evidence that until 
the middle of 1960 the United States looked upon integration efforts 
with a mixture of ideological disapproval and deep distrust. This 
attitude had some roots in the basic clash of interests ably described 
in a paper prepared for the U.S. Senate Committee on Foreign 
Relations by a private research institution, the National Planning 
Association, and released in Washington in the summer of last 
year. The study refers in the following terms to the general 
framework of U.S.-Latin American economic relations in the 


postwar period : 


“The intensity of their [Latin America’s] desire for development, 
diversification, and higher standards of living, in the face of changing 
market conditions abroad and instability in terms of trade, has created 
issues involving fundamental principles of trade and finance which do not 
have the same historical significance and the same practical implications 
for underdeveloped countries that they have for industrialized countries... 


(28) Quoted from the full text published in The New York Times, September 25, 1958, 
italics added. The approach consisting of putting the Central American Common Market 
and LAFTA on the same level and discussing their respective advantages and disadvantages 
in comparative terms persists in the U.S. to this day. It gives origin to a feeling of frustration 
among the LAFTA supporters who make a clear distinction between the regional character 
of the Free Trade Area and the subregional objectives of the Central American scheme. It is 
generally assumed in Latin America that with the progress of LAFTA, Central American 
republics will join it one day as a group. 
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“The basic issues between the United States and the countries of 
Latin America which began to project themselves during the early period 
of postwar readjustment to peacetime hopes and plans centered in the 
field of economic and financial policy. These precluded agreements on 
economic principles at Bogota in 1948 and again at Buenos Aires in 1957 
and consistently erected obstacles toward finding solutions to the economic 
problems of the hemisphere” (29). 


The lack of interest is also closely related to U.S. attitudes 
toward ECLA (30) which for many years was considered by many 
in the United States as an intruder into hemispheric affairs, a 
defender of dangerous statist tendencies and a competitor of the 
Organization of American States. During the conservative Repu- 
blican Administration in Washington, proposals coming from, or 
sponsored by, ECLA were considered by virtue of that very fact a 
continuous incitement to Latin American countries to “ gang up” 
against the U.S. in order to force economic and other concessions 
which the latter was not willing to grant to the republics separately. 
These attitudes were further strengthened by the thinly disguised 
fear of influential U.S. foreign trade interests that expansion of 
intra-regional trade in Latin America would be detrimental to 
U.S. exporters. The absence of interest in Latin American economic 
development problems among U.S. economists and political scientists 
did not help to dispel this fear (31). 

Thus, the statement to the effect that “U.S. policy toward the 
formation of Latin American regional markets has been favorable 
provided the proposals meet certain standards” (32) calls for a 
detailed definition and analysis of such conditions. They were 
presented in Washington in February 1959, by U.S. representatives 
in a working group of the Committee of Twenty One, an ad-hoc 
organ of the Organization of American States, in the following 
general terms: 


(29) U.S. Senate, United States-Latin American Relations. Compilation of studies pre- 
pared under the direction of the Sub-Committee on American Republic Affairs of the Com- 
mittee on Foreign Relations of the U.S. Senate, Washington, D.C., August 1960, p. 525. 

(30) On this subject, see a section of the same volume dealing with U.S. policies in 
international organizations concerned with Latin America, pp. 525-535- 

(31) This writer is not aware of any serious U.S. article or discussion of Latin American 
economic integration problems before mid-1960, the date on which the Council on Foreign 
Relations set up a study group to analyze the Montevideo Treaty. 

(32) United States-Latin American Relations, p. 467. 
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1. Regional market arrangements should aim at trade creation and 
increased productivity through broadening opportunities for competitive 
trade and should not simply be trade-diverting. This means that the 
arrangements should provide for trade liberalization in all commodities 
— not just those in which members are competitive with non-members — 
and that duties and other restrictions applied by members of a regional 
market to non-members should not be higher or more restrictive after 
the formation of the market than before. 


2. The arrangement should provide a definite schedule for the gradual 
elimination of virtually all barriers to intraregional trade, and this process 
should be completed within a reasonable period of time. The U.S. Govern- 
ment does not favor an arrangement that provides simply for regional 
preferences with little more than a vague hope of eventually creating a 
free trading regime. 


3. The arrangement should be in accordance with the principles of 
GATT (art. 24) for the creation of a free trade area or customs union 
and should be submitted to GATT for approval. This is believed to be 
important not only because the GATT rules are in accordance with U.S. 
views with respect to regional trading arrangements, but also because 
agreements of this kind must be reconciled with the general agreement 
in order that the effectiveness of the GATT and the orderly system of 
world trade established under it may be preserved. If the Latin American 
countries were to set up their own arrangements without GATT blessing, 
it is feared that the whole GATT machinery might break down as a 
consequence of a proliferation of special regional preference systems all 
over the world. Latin American members of GATT include Brazil, Chile, 
Cuba, Dominican Republic, Haiti, Nicaragua, Peru and Uruguay. It is 
believed that inclusion of the regional trade organization in the GATT 
would also facilitate negotiations for a gradual reduction of trade barriers 
with non-members on a reciprocal basis. This is in accordance with the 
principle that regional arrangements should represent a step in the direc- 
tion of worldwide trade liberalization. 


4. Regional trade arrangements should aim at increasing the degree 
of competition within the area. This means not only that all or virtually 
all commodities should be freed from restrictions on interregional trade, 
but that exclusive monopolistic privileges should not be given to particular 
industries or that there should be no control agreements preventing com- 
petition. Not only it is believed that intraregional competition will in- 
crease productivity and investment within the area but that these condi- 
tions will also help to induce private foreign investment. 


5. Regional arrangements should provide not only for free trade in 
commodities but also for the free flow of labor and capital in response 
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to economic forces. Labor and capital should be free to move to places 
where they will be most productive. In this way, it will be possible to 
achieve the maximum benefits from economic integration. 

6. Any regional market arrangement should provide for the financing 
of trade with convertible currencies. Neither bilateral payments agree- 
ments nor a restrictive regional payments regime, which involves discri- 
mination against non-members, is justified. 


The statement summarized above and representing the only 
detailed and specific definition of the U.S. position to date, embodied 
all the “fundamental principles of trade and finance” applied 
— albeit only in theory — to relations among economically advanced 
countries. It did not contain any trace of willingness to consider 
the special problems facing the underdeveloped part of the world. 
As a result, in many instances it raised non-existing issues, or 
proposed solutions for real issues which could not be enforced 
because of the nature of the development process in Latin America. 

At the beginning of the statement emphasis is put on “trade 
creation ” rather than “trade diversion”, as though Latin America 
with its lopsided and underdeveloped production structure could 
really afford to consider such an alternative. It is extremely difficult 
to envisage any trade diversion in the case of Latin American 
economic integration. Given idle resources (land, raw materials 
and labor) in all LAFTA member countries, the expansion of 
intra-ragional trade could hardly have a negative effect on the area’s 
capability for exporting its traditional primary goods to the rest 
of the world. Progressive industrialization should at the same time 
offer the area the possibility of creating new exports not only to 
other members of the Montevideo Treaty but to the industrial 
sector of the world economy. Consequently, the over-all import 
capacity of the group would increase in the long run, and the 
presence of suppressed demand of tremendous magnitude within 
the area would make it possible to go on expanding the over-all 
import trade. Thus, the issue of “trade creation” versus “ trade 
diversion ” would appear to be completely spurious within the frame 
of reference of a trade arrangement involving a group of under- 
developed countries in Latin America. 

For the purpose of “ trade creation ” and increasing productivity 
through broadening opportunities for competitive trade, arrange- 
ments should be made for trade liberalization in all commodities, 


R * 
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according to the U.S. position. In the first place, not even the 
European Common Market fulfills this condition; and, secondly, 
both the very low mobility of resources and the scarcity of capital 
and technology characteristic of the less developed countries preclude 
the acceptance of such a condition. Following this advice would 
play havoc with the industrial structures — always precarious — 
that were created before the establishment of the regional trade 
grouping. Furthermore, no democratic government in Latin Ame- 
rica or elsewhere could embark on such an operation without 
risking a political crisis at the very least, or overthrow by force, in 
less favorable circumstances. 

The next assertion that unless a regional trade arrangement is 
not completely in accordance with the principles of GATT “the 
whole machinery might break down as a consequence of a prolifera- 
tion of special regional preference systems all over the world”, may 
be answered easily with two counterarguments: (a) it might well 
be that GATT itself needs overhauling if regional trade groupings 
of countries engaged in a development effort do not fit into it; 
and (b) since the regional trade arrangements should in the long run 
bring about an expansion of world trade and welfare, they should 
not be considered as negatively affecting “the orderly system of 
world trade”, unless this last expression is to be construed as 
meaning the preservation of the present division between industrial 
goods exporters and primary goods producers. 

As far as increasing the degree of competition within the area 
is concerned, one would assume and hope that this would be the 
case in any regional trade arrangement involving the less developed 
countries. The sheer increase in the size of the over-all market 
would make possible the functioning of more than one optimum 
size plant in a number of industries. The limited size of individual 
markets in Latin America is in itself very conducive to monopolistic 
practices. On the other hand, there is little proof, at least in this 
part of the world, that increasing competition is a factor which 
induces private foreign investment. Monopolistic tendencies seem 
to characterize any large dynamic enterprise whatever the nationality 
of its owners or executives. 

No regional arrangement in Latin America can provide for the 
free flow of labor and capital now or in the foreseeable future “ in 
response to economic forces”. All the Latin American republics are 
presently labor surplus areas in terms of open or disguised unemploy- 
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ment, and the population explosion is the region’s most serious 
worry. A free movement of capital within the area would clearly 
lead to concentration of industrial growth in the more advanced 
zones that are better endowed from the standpoint of substructure, 
thus accentuating intra-regional differences in development levels. 
On the contrary, the scarcity of capital resources and the needs of 
the least developed Latin American republics make it necessary to 
devise special mechanisms for directing new capital resources of 
domestic and external origin into certain activities and areas. 

Finally, the U.S. position that “neither bilateral payments 
agreements nor a restrictive regional payments regime, which in- 
volves discrimination against non-members, is justified ” amounts 
in practice to rejection of payments and credit arrangements of 
any type. It is divorced from Latin American reality and represents 
a very serious obstacle to all present integration programmes. 

The conditioning the U.S. support for Latin American common 
markets upon the fulfillment of specific standards was accompanied 
occasionally by private proposals asking for a “ hemispheric common 
market ” including the U.S. and even Canada. The lack of response 
and interest in Latin America to these ideas as expressed by Nelson 
Rockefeller among others, was often taken as another proof that 
Latin American projects were — at least in political terms — aiming 
at weakening U.S. links with the rest of the continent (33). 

Sometime during the year 1960, under the impact of the Cuban 
events and growing signs of anti-American feeling in other parts 
of Latin America, the United States started reappraising its postwar 


(33) The National Planning Association paper quoted earlier approved of Western Hemis- 
phere integration proposals, declaring that in the framework of the cold war “ the nation of 
the Western Hemisphere may find themselves becoming more and more dependent on one 
another as sources of supply and as markets”. In consequence, “ acceptance of the goal of 
increasing Western Hemisphere integration by the United States, Canada and the Latin 
American states would do much to increase hemisphere morale and to improve hemisphere 
relations in the short term as well as to foster progress toward the long-range objective ”. 
United States-Latin American Relations, pp. 429-430. 

The N.P.A. position is currently losing supporters in the U.S. as suggested by an 
article by Prof. Livcotn Gorpon from Harvard University “ Economic Regionalism Recon- 
sidered ”, World Politics (Princeton), January 1961, pp. 231-253: [The proposal for a Western 
Hemisphere common market or free trade area]... is neither desirable nor feasible. It would 
cut across the developmental aspirations of the industrializing nations of Latin America, 
nations whose governments differ in many economic policies but agree on the importance 
of protecting their infant industries from being throttled at birth by massive American com- 
petition. The very proposal would raise charges of a new form of economic imperialism 
from the “ Yankee colossus of the north ”. 
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economic policy towards the region. Within that over-all reappraisal 
— which became evident in the months preceding the inaguration 
of the new Administration — U.S. scholars made some initial effort 
to analyze the doctrinal premises of integration plans for the purpose 
of finding out why Latin Americans attach so much importance to 
these programmes and tend to reject summarily the standards set by 
the United States. 

In some instances these scattered U.S. voices showed a willing- 
ness to admit that, contrary to general belief, Latin America and 
other underdeveloped regions press for regional economic integra- 
tion not for the purpose of “ ganging up” against the U.S. or 
because of immaturity or a perverse compulsion to violate the sacred 
rules of free trade, but because of necessity. 


“All of the underdeveloped nations”, wrote one of the U.S. Presi- 
dent’s advisers on Latin American problems (34), “are rightly preoccupied 
with economic development as one of their major objectives. All want 
to diversify their economies, to improve agricultural productivity and to 
industrialize... It can be predicted with some assurance that most or all 
of these countries will seek to promote industrialization through protec- 
tion of domestic industry from foreign competition... In these circum- 
stances the realistic question is whether such protection will be based on 
the very small markets of the individual sovereign units, leading inevitably 
to inefficient small-scale production and the frustration of many develop- 
mental opportunities or whether it will be on a regional basis with some 
promise of adequate market size and investment scale, and even some 
hope for competitive pressures within the regional areas. These are the 
most pressing reasons for fostering deliberately a form of ‘ developmental 
regionalism’... Desirable as they might be, it is unlikely that many under- 
developed countries will be prepared to joining full-fledged customs unions 
or free trade areas... A practicable policy of developmental regionalism 
will have to devise more ‘limited forms of integration ”. 


By the spring of 1961 this new attitude spread to the more 
progressive U.S. business circles, as witnessed by the following very 
recent statement by the Committee for Economic Development (35): 


(34) Lincotn Gorpon, “ Economic Regionalism Reconsidered ”, p. 248. 

(35) CED, Cooperation for Progress in Latin America. A Statement on National Policy 
by the Research and Policy Committee of the Committee for Economic Development, New 
York, April 1961, p. 35. 
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“The United States should encourage the movements toward econ- 
omic integration in Latin America... Many of the Latin Americans do 
not subscribe to the General Agreement on Tariffs and Trade and we 
should not expect their regional arrangements to conform to the provisions 
of the GATT governing free trade areas and customs unions”. 


At present the following propositions related to Latin American 
integration efforts are meeting with a slowly growing acceptance 
in U.S. intellectual circles: 


1. The purpose of trade regionalism in less developed regions 
is to foster economic growth. 


2. Individual national markets are insufficient to support 
many types of modern industry or to encourage the degree of 
specialization necessary for increased output. 


3. Recent trends in trade between primary products and 
industrial countries would not appear to guarantee to the underde- 
veloped countries, at least in the immediate future, sufficient 
external revenue to finance individual industrialization efforts even 
when such an endeavor is otherwise feasible. 


4. Neither can external financial aid in the form of credits 
and grants under present international programs be expected to fill 
the gap and provide resources for the development of these regions. 


5. Common effort aimed at expanding present, and creating 
new, regional trade can have an important development effect and 
contribute to world welfare, since integration would diminish the 
discrimination resulting from trade barriers and the domestic 
economic policies of the countries participating in such regional 
trade groupings. 

6. Present GATT rules were set up for the advanced countries. 
As far as customs unions and free trade areas are concerned, they 
might possibly work also in the case of groupings of the extremely 
underdeveloped nations on the opposite end of the scale; however, 
they cannot be followed by the semi-developed regions. 


7. In the case of groupings like LAFTA, the “ infant eco- 
nomy” argument cannot be lightly dismissed and, consequently, 
there is need for a very gradual dismantling of individual protection 
policies accompanied by the system of exemptions, escape clauses, etc. 


8. The advanced countries, and especially the United States 
should help regional trade composites achieve their growth objectives 
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instead of insisting on their acceptance of standards and rules 
pertaining to relations among the industrial centers of the world (36). 


This slow change described recently by a U.S. scholar (37) as 
a shift from the absolutist to the relativist approach towards world 
trade problems — has not as yet found clear expression in official 
U.S. policy towards LAFTA (38), although soon after his inaugura- 
tion President Kennedy expressed United States support of Latin 
American efforts aiming at the “ establishment of common markets”. 
Recent debates in the U.S. Congress on the subject of the Social 
Development Fund, announced at Bogota last year, and the Second 
Annual Meeting of the Inter-American Development Bank held 
at Rio de Janeiro in April, have not offered any clues either with 
respect to present official U.S. thinking on regional payments and 
credit plans, the financing of projects of regional scope, ways of 
encouraging inter-Latin American trade, etc. It is trusted that 
these issues will be clarified at the forthcoming Inter-American 
Conference of Treasury Ministers, scheduled in Montevideo in 
mid-July. Regional integration is one of the three main topics on 
the agenda of this new hemispheric economic meeting. 


The future of the Montevideo Treaty 


There are reasons to believe that before long the Latin Ameri- 
can Free Trade Area will comprise all the republics located on the 
mainland extending from the U.S. southern border to the Straits 
of Magellan, with the exception of six small Central American 
states. Colombia and Ecuador officially declared their readiness to 
join LAFTA; Bolivia is reported considering doing likewise at an 


(36) “ One can say of these regional trade arrangements only that they offer an oppor- 
tunity for the speed-up of growth, but not an assurance that the speed-up will occur. If in 
their development they offer wider markets, more opportunities for specialization, more 
diversified sources of credit and a multiplication in sources of supply, the growth objective 
will be closer at hand. The influence of the United States should be used to ensure that the 
arrangements work in that direction”. RayMonp VeRNon, “ A Trade Policy for the 1960's ”, 
Foreign Affairs (New York), April 1961. 

(37) Beta Batassa, “ Towards a Theory of Economic Integration”, Kyklos (Basel), 
Vol. XIV, 1961, pp. 1-17. 

(38) The fact that the U.S. Delegation at the ECLA Trade Committee Conference at 
Santiago, Chile in May 1961 did not make any positive contribution to the long debate on 
problems related to the implementation of the Montevideo Treaty is regarded as a reflection 
of the lack of an officially redefined position. 
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early date, and even Venezuela’s eventual adherence is much more 
probable now than in the past in view of the unfavourable interna- 
tional oil picture which may force that country to speed up diver- 
sification of its economy or risk collapse (39). 

The success of the regional trade liberalization programme will 
depend much more on its growth in depth, i.e. increase in the 
number of commodities covered, than on its further geographical 
expansion. Data contained in Table II suggest that the expansion 
of the existing trade which is highly concentrated in a few com- 
modities offers limited opportunities even for the southernmost 
republics. A few years ago, in the case of five out of the seven 
initial signatories to the Montevideo Treaty, five products accounted 
for two-thirds or more of imports from the present Free Trade 
Area (40). 











COMPOSITION OF TRADE WITHIN LAFTA IN 1957-1958 -/*84* HI 
BY MAJOR COMMODITIES 
(imports c.i.f.) 
Percentage 
of total imports 
Five major imports in order of importance | from the area, 
average 
for 1957-1958 
Argentina . | Semi processed wood, coffee, bananas, tim- 
a ee ee ee ee ee 74.8 
Brazil | Wheat, fresh fruits, nitrate, barley, olive oil 82.8 
ae a a eee S Sugar, cotton, livestock, coffee, mate. . . 71.5 
NN a ee we Tannin extracts, fertilizers, chemicals, books, | 
DE co ok ea eee ea ee 59-0 
Paraguay . ... . Wheat, wheat flour, edible oils, edible fats, | 
eS Se eee eee 32.0 
a ea Wheat, meat, edible fats, butter, fertilizers . | 64.0 
Uruguay ..... Sugar, mate, timber, coffee, cotton. . . . | 65.1 


Source: Based on data presented in ECLA, Composicién de importaciones desde la Zona de Libre 
Comercio, por paises. 


(39) Venezuela represents a special case because of its completely artificial domestic cost 
and price structure, making any Venezuelan manufactures highly non-competitive. The argu- 
ment that joining LAFTA at this time would open that country to a devasting competition 
from other Latin American producers without offering it any export outlets is very convincing. 

(40) A recent ECLA compilation of the intra-regional trade based on national import 
statistics of LAFTA members lists 160 tariff items. The ten leading ones — wheat, semi- 
processed wood, coffee, sugar, mate, bananas, timber, cotton, fresh fruits and crude oil — 
represented in 1957-1958 71,7°% of the zonal trade, and the first three (wheat, semiprocessed 
wood and coffee) 47%. 
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In addition, although substantial in regard to some commodities 
the existing trade is of marginal importance when compared with 
the total value of imports in the case of all the LAFTA members 
except Paraguay, where it represents about one-third of the external 
merchandise purchases. In the extreme case of Mexico, it is of no 
importance whatsoever, accounting for 0.2594, of the total import 
trade. 

Taste III 

TRADE AMONG LAFTA MEMBERS AND THEIR WORLD IMPORT TRADE 

AVERAGE FOR 1957-1958 


{imports c.i.f. in million of dollars) 





Imports from the Free 
Trade Zone countries 





Imports from the world 











a a ea a ae ae 173-6 1.271.5 
0 a a a a ee ea 109.9 1.420.5 
a a a ee a 50.0 428.0 
Ps 6 s & Ss we ow Sat 2.8 1.141.6 
a a ee ee 10.5 35-0 
a ee oe ee ee ee Te ee 21.9 367.6 
ee ee ee 33-5 203.0 

MOGGEs 4s ks ss 402.2 4.867.2 


Source: ECLA and IMF, International Financial Statistics. 


Opinions have been recently expressed in some quarters that 
by making a distinction between the existing and the potential trade 
and by committing firmly the participating countries to liberalize 
only the first, the Montevideo Treaty seriously limits the possibi- 
lities of overall trade liberalization. 


“The fact that goods that are not actually traded between the seven 
countries — the Federal Reserve Bank of New York declared in late 
1960 (41) — need not enter into the annual negotiations may permit the 
exclusion from the free trade area of the most highly protected products 
— those on which existing tariffs are so high as to shut out imports 
completely — and of goods that have not entered into trade by the end 
of the twelve-years period because they are still not manufactured in suf- 
ficient quantity in the region. The participating countries’ intention of 


(41) “ The Emerging Common Markets in Latin America”, Federal Reserve Bank of 
New York Monthly Review, Vol. 42, No. 9, September 1960, pp. 154-160. 
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including products not already traded within the area in the liberalization 
program is stated in the treaty, but since the implementation of this goal 
is left entirely to future negotiations, the Montevideo Treaty could fall 
short of its major goal of clearing the way for new trade”. 


Although it is true that the language of the Treaty in this 
respect leaves room for various interpretations (42), unquestionably 
its basic premise is that subsequent negotiations will result in an 
enlargement of the number of commodities or tariff items to appear 
on both national schedules and the common schedule, without 
distinction between the existing and new trade. Article 10 of the 
Treaty declares that the purpose of annual negotiations “ shall be 
to expand and diversify trade” (italics added) and Article g states 
that the percentages governing periodical liberalization goals “ shall 
be calculated on the basis of the average annual value of trade 
during the three years preceeding the year in which each negotiation 
is effected”. Furthermore, it is known that the interested govern- 
ments included in their first lists of products to be negotiated this 
summer not only goods presently traded but all the domestically 
produced offering prospects for exports to the area. It is to be 
expected that later on negotiators will submit additional lists of 
commodities whosé production might be initiated in the interim 
and will be willing to consider import concessions on goods the 
demand for which was previously non-existent. In short, the stress 
being put in some non-Latin American quarters on the Treaty’s 
possible limitations rather than its possibilities, seems to originate 
from a belief that the countries which joined LAFTA are only 
interested in getting out of this arrangement all possible unilateral 
advantages. It is difficult to envisage how any international trade 
arrangement, however perfectly worded, could function under such 
circumstances. Besides, this pessimistic attitude does not take into 
account a long history of negotiations preceding the establishment 
of the free trade zone in which a considerable amount of good will 
and common sense was demonstrated by all participants. 

The possibilities of the new trade are not limited to industrial 
goods. Although the existing agricultural trade among the LAFTA 
members could hardly be expanded significantly, the inclusion in 


(42) See, particularly, a series of comments published in Inter-American Economic 
Affairs (Washington), Vol. 14, No. 1, 2 and 3, Summer, Autumn and Winter, 1960. 
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the zonal trade of the mew agricultural commodities presently 
imported from third countries would considerably increase its total 
volume. In recent years, only 60° of agricultural imports of the 
‘seven countries originated in Latin America. Their imports for the 
rest of the world include, among others, livestock and meat, dairy 
products, wheat and flour, other grains, tea, edible oils and fats, 
oilseeds, raw tobacco, raw cotton, wool, hides and skins (43). All 
these commodities are produced in very large quantities within the 
Association, and substantial exports of some of them are made to 
the outside world. The question, however, is not — as pointed out 
by a recent ECLA-FAO study — to replace simply outside imports 
by supplies from within the area but rather that of “taking advant- 
age of the existing natural possibilities for complementary produc- 
tion, and of the facilities accorded in the Treaty, to develop 
additional production for coping with the expected increases in 
demand” (44). The special regime afforded agriculture by the 
Montevideo Treaty, clearly envisages such trade, although permit- 
ting its members “to limit agricultural imports to the amount 
required to meet the deficit in internal production ”. 

All these arguments do not dispose, however, of the real 
obstacles which the Treaty’s implementation is facing. With respect 
to the trade liberalization programme, they arise from the policies 
of undiscriminating protection followed in the past by the Latin 
American countries, on the one hand, and from their present 
extremely complicated structure of trade controls and restrictions, 
on the other. There is a clear danger, known to all who watched 
the meager progress of the Central American integration programme, 
that powerful vested interests will try to block concessions on 
important groups of commodities produced in their respective 
countries. Attitudes of agricultural producers in Chile and certain 


(43) They should be considered as new products not from the viewpoint of intra-zonal 
trade as a whole (all of them enter the flow of trade among some LAF"A members), but 
from that of trade of individual countries.: Mexico, for example, still imports certain agricul- 
tural commodities but its agricultural imports from Latin America are practically non-existent. 
In this sense, Mexico’s purchases of some foodstuffs and raw materials from LAFTA would 
clearly constitute the mew trade. 

(44) ECLA-FAO, The Role of Agriculture in Latin American Common Market and Free- 
Trade Area Arrangements, E.CN. 12/55, January 1961, p. 16; also Vicror L. Urquin1, “ El 
mercado comin y el desarrollo econémico nacional”, Comercio Exterior (Mexico), Vol. IX, 
No. 11, November 1959, pp. 648-650. 
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industrial groups in Uruguay, hostile to LAFTA, points in that 
direction. The outcome is far from certain (45), but it may be not 
too naive to expect that soon will emerge countervailing forces 
both in the public and private sectors of the Montevideo Treaty 
signatories to exert pressure in the opposite direction. A valid 
question is whether the timing of the establishment of LAFTA is 
correct and if its postponment for a few years would have made its 
implementation less difficult. In that respect there is a consensus 
of opinion in Latin America that any delay in the formation of a 
free trade zone would have only compounded difficulties, as with 
the increasing diversification of domestic industrial production the 
strength of national vested interests would grow rather than diminish. 

No doubt, the complicated structure of trade policies in the 
region will offer also an extremely serious challenge to the nego- 
tiators. In most Latin American countries, import regimes include 
in addition to customs tariffs a series of other charges and controls 
complemented by a wide use of various administrative restrictions. 
Only in Peru is the import tariff a principal commercial policy 
which determines the import composition. In various republics 
customs tariffs are clearly of secondary importance when compared 
with other measures, including exchange controls. To complicate 
the matter further, the practice of full or partial exemptions from 
import taxes and other restrictions is widely extended in Latin 
America, especially in the case of the public sector imports. 

Under these conditions, unless the contracting parties — as 
provided by Article 15 of the Montevideo Treaty — “ make evety 
effort... to reconcile their import and export regime” and abstain 
from changing them continuously through administrative measures, 


(45) “ We should not be seduced by premature illusions in respect to the Free Trade 
Area ” Executive Secretary, Dr. Raut Presiscn declared at the last ECLA Conference, in May 
1961. “ The governments made an all important step, but it is only the first step on a long 
road. They have now in their hands efficient instruments which make it possible to establish 
4 common market... But the progress towards this objective will be difficult. My worry is that, 
if these decisions get bogged down into a long series of negotiations, it will be impossible to 
achieve the basic objective — expansion of trade in industrial commodities — and consequently 
the incentive to create a common market will be lost. For these reasons, I consider it essential 
that from the very beginning we define clearly and concretely objectives in regard to progressive 
reduction of tariffs on broad groups of industrial goods so that we know where we want 
to go”. Translated from the Spanish text of Prebisch’ opening statement at the first plenary 
session of the ECLA Conference, Santiago, May 5, 1961, reproduced in Comercio Exterior 
(Mexico), vol. XI, No. 5, May 1961, pp. 276-278. 
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negotiators may be impeded by technical difficulties from establishing 
the magnitude of concessions to be offered or granted (46). 

Additional obstacles will emerge from the absence in the Mon- 
tevideo Treaty of any provisions regarding monetary and financial 
aspects of the trade liberalization programme. LAFTA sponsors 
do not have any responsibility for this serious deficiency, but the 
most recent developments prove that they continue to be aware of 
the necessity for further exploration on the regional level, not only 
of payments and credit aspects of the arrangement but also its 
implications for domestic financial policies linked with external 
trade. The idea persists that although the recent progress towards 
convertibility and payments multilateralization in South American 
republics (47) might make it unnecessary to revert to earlier plans 
for multilateral compensation of balances originating in the intra- 
zonal trade, the need for some multilateral payments scheme still 
persists. On a recent occasion an ECLA document recalled that even 
in Western Europe such a mechanism exists, namely the European 
Monetary Agreement, and suggested that it might be worthwhile 
to consider it as a useful precedent for the Latin American free 
trade zone. 

Lately, the attention of LAFTA members was drawn also to 
the fact that some other important elements are missing in the 
regional structure. One of them is a provision for a development 
fund, similar to the European Development Bank, which would take 
care of financing some projects of regional interest, involving more 
than one country and/or extending economic assistance for develop- 
ment of the countries “at less advanced stage of development ”. 
It has been observed that if the problem of underdeveloped zones in 
Italy and France is jointly considered as important by the Six in 
Europe the same issue is of much more urgent nature in Latin 
America. In consequence, plans are being discussed in an informal 
way in various capitals, looking towards the possible establishment 


(46) Following the signature of the Treaty, ECLA experts completed a detailed com- 
parative study of import regimes in eleven Latin American countries including all the LAFTA 
members. The study, covering a field never previously investigated, was presented to the 
ECLA Trade Committee meeting at Santiago in May 1961. See, ECLA, Derechos aduaneros 
y Otros gravdmenes y restricciones a la importacién.en paises latinoamericanos y sus niveles 
promedios de incidencia, E.CN. 12/554, 13 de Febrero de 1961, 12 Vol. 

(47) Payments between Brazil and three neighboring countries: Argentina, Uruguay and 
Chile, and between Argentina and Uruguay were still covered by bilateral accounts in the 
spring of 1961. 
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of a regional development corporation whose functions would be 
similar to these of the European Bank and the Development Fund 
for territories associated with the European Economic Community. 

Another problem facing the LAFTA member countries is that 
of the lack of facilities for financing capital goods exports or, for 
that matter any commercial exchange within the area. There is a 
growing realization that cost disadvantages do not represent the 
only potential obstacle to the expansion of the intra-zonal trade in 
new products, mainly manufactures. Latin American producers do 
not have access to facilities offered to their counter-parts in the 
industrial centers both by private banking systems and governments. 
Medium-term export credits, government guarantees for exporters 
and similar measures are practically unknown in Latin America, 
and they are badly needed. It is unlikely that individual republics 
would be able to solve these problems by their own efforts. Thus, 
it is felt in many circles that joint regional action may be needed (48) 
in this respect too, provided support is forthcoming from the 
United States and international organizations, including the recently- 
established Inter-American Development Bank. 

Not only these immediate problems but many others continue 
to attract the attention of Latin American opinion, problems which 
some five years ago would not preoccupy even the most enthusiastic 
supporters of the idea of regional cooperation. The first intellectual 
explorations are being made into such obviously remote fields as the 
practical implications of the coordination of economic and monetary 
policies to be applied when LAFTA becomes a common merket (49). 
Anyone following Latin American developments closely must be 
impressed by the speed with which the idea of regional integration 
is taking hold in one country after another. 


(48) In his speech at the last ECLA Conference at Santiago, the President of the Inter- 
American Bank, Felipe Herrera, acknowledged that such inquiries are reaching the institution 
and informally suggested that the idea of a fund for promoting regional trade be investigated. 
Such an institution would use “not the Bank’s resources, which fall short of needs, but 
additional resources which logically should be sought in countries interested in promoting - 
Latin American regional integration”. “This idea may sound utopian now” — added 
Herrera — “ but the idea of the Inter-American Bank was also considered completely imprac- 
tical during some 70 years ” (Translated from the Spanish text of the statement made by the 
President of the Inter-American Bank at the plenary meeting of the ECLA Conference, on 
May 13, 1961, at Santiago). 

(49) See, Cantos Massap y JoHN Srrasma, La zona de libre comercio en América Latina. 
Algunos problemas por resolver, Instituto de Economia de la Universidad de Chile, Santiago, 
1961, pp. VIII + 39. 
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LAFTA was established less than two years ago in the face of 
serious political odds and general indifference of the masses in the 
region itself and despite the lack of interest or outright hostility in 
the industrial countries. Today its basic premises and objectives 
belong firmly to the mainstream of Latin American political and 
economic thought and slowly find acceptance in the outside world. 
But the future of economic integration does not depend in the final 
analysis either upon adequate solutions of many institutional pro- 
blems left for future negotiations or the wording of the Treaty, 
which is of such concern to some outside observers. It depends to 
a much larger extent on the outcome of the present search of the 
underdeveloped regions for a new role in the world economy and 
on their willingness to introduce internally many basic reforms 
badly needed. 


Micuet S. WionczEK 
Mexico City 


N. B. Literature on Latin American economic integration is by now very 
voluminous, but unfortunately little of it is known outside of the region. Any 
student of the subject should consult abundant ECLA documentation starting 
with Study of the Prospects of Inter-Latin American Trade (U.N. Department 
of Economic Affairs, New York 1954) and including the Latin American Com- 
mon Market (U.N. Dept. of Economic Affairs, New York, 1959). Most of the 
ECLA documents and studies, submitted to a series of international and inter- 
regional conferences held in 1957-1961, are available in mimeographed form only 
from ECLA Secretariat in Santiago, Chile. 

Two independent detailed studies of the subject appeared until mid-1961: 
Stoney S. Dett, Problemas de un mercado comin en América Latina, CEMLA, 
Mexico, 1959, and Vicror L. Urouip1, Trayectoria del mercado comdn latino- 
americano, CEMLA, Mexico, 1960. The English revised edition of Urquidi’s 
book will be published in the United States by the California University Press, 
later this year. , 

Further valuable insight in the regional integration problems can be had 
by consulting recent volumes of the following Latin American economic maga- 
zines: ECLA’s Boletin Econémico de América Latina (semi-annual, Santiago), 
El Trimestre Econémico (quarterly, Mexico), Comercio Exterior (monthly, 
Mexico), Econdémica Brasileira (quarterly, Rio de Janeiro), Panorama Econémico 
(monthly, Santiago) and Mercado Comién-América Latina (monthly, Monte- 
video). 
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BANCA NAZIONALE DEL LAVORO 


HEAD OFFICE: ROME 
VIA VITTORIO VENETO, 119 


Condensed Statement of Condition, March 31, 1961 





ASSETS (Million lire) LIABILITIES 
Cash, Balances with Bank of hares & Capital a cp et ee 20,000.0 
other institutions . . . 164,232.2 Ordinary Reserve mies a 13,195.0 
Treasury Bills. . - . «© + « 265,738-5 Staff Retirement Fund & Seaciiiens 
Govt. or Govt.-guaranteed Securities . 82,112.0 Fund . . . = Ss 26,194.0 
Other Securities . . . .. . 33,261.3 Deposit & Current fein o. + Sees 
Bills discounted . . . .. . 262,721.5 Current accounts with Annexed Sections 12,822.4 
Advances and Loans . . - . . 403,389.8 Circular cheques (assegni circolari). . 25,862.0 
a ee 23,884.1 Advances taken . . . . . . 52.8 
Bills for collection. . . . .... 32,808.4 Bills for collection. . . . «. . 67,431.0 
Due from Correspondents. . 82,945-9 Guarantees, Acceptances, etc. . . . 151,263.8 
Current accounts with Annexed Seaton 31,818.5 Miscellaneous accounts. . . . . 90,567.3 
Customers’ liabilities for guarantees, Unearned discount, etc. . . . . 8,053.0 
ee a 151 ,263.8 Profit as per attached account .. . 624.2 
Miscellaneous accounts. . . . . 6,903.0 
Due from capital subscribers . . . 6,000. 


Investments in the Special Sections and 
in other Institutions . . .... — 


eR 6 se ee Oe Ke me ae — 
Total. . . « « 1,547,079.0 Total. . «. « « 1,547,079.0 
Securities deposited by third parties .  576,831.4 
Investments in the Special Section and Depositors of securities . . 5768314 
in other Institutions. . . . .. Bank’s securities guaranteeing Staff 
gums 26,543-5 Retirement Fund & Provident Fund 26,543-5 
2,150,453-9 25150453-9 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT TO MEDIUM AND MINOR INDUSTRIES 
Capital, Reserves and Government Guarantee Fund L, 3,789,768,440 


SECTION FOR HOTEL AND TOURIST CREDIT 
Aggregate Capital and Reserves L. 5,205,958,683 
SECTION FOR CO-OPERATIVE CREDIT 
Capita] and Reserves L. 3,024,204,286 - Government Guarantee L. 2,000,000,000 
SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves L. 4,968,292,558 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves L. 2,347,163,786 


SECTION FOR THE FINANCING OF PUBLIC WORKS AND PUBLIC UTILITY PLANTS 
Aggregate Capital and Reserves L. 1,019,110,039 
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BRANCHES IN ITALY 

ALGHERO FIRENZE PESARO 

ANCONA FOGGIA PESCARA 

ASCOLI PICENO FOLIGNO PIACENZA 

ASTI FORLI’ PORTO RECANATI 

AVELLINO FRATTAMAGGIORE PORTO SAN GIORGIO 

BARI GENOVA PORTO TORRES 

BENEVENTO GORIZIA PRATO 

BERGAMO GROSSETO RAVENNA 

BIELLA IGLESIAS REGGIO CALABRIA 

BOLOGNA IMPERIA REGGIO EMILIA 

BOLZANO JESI RICCIONE 

BRESCIA LANCIANO RIMINI 

BRINDISI L'AQUILA ROMA 

pranpentennpad LATINA CENTRO ROSARNO 

aaa LATINA SCALO SALERNO 

CARRARA LECCE SAMPIERDARENA 

oe eines LIVORNO SAN BENEDETTO DEL TRONTO 

ae rt LUCCA SASSARI 

ye MACERATA SAVONA 

CATTOLICA 

CHIETI MANTOVA SCHIO 

CHIOGGIA MERANO ne 

CIVITANOVA MARCHE MESSINA ye omg = cusses 

CIVITAVECCHIA SenSTRS prs A 

como MILANO s : NA 

CORIGLIANO CALABRO MODENA —e 

CORTEOLONA MONSUMMANO TERME TORINO 

COSENZA NAPOLI TRENTO 

CREMONA NOLA TREVISO 

CROTONE NOVARA TRIESTE 

CUNEO NUORO UDINE 

EMPOLI ORISTANO URBINO 

FABRIANO PADOVA VENEZIA 

FANO PALERMO VERCELLI 

FERMO PARMA VERONA 

FERRARA PAVIA VICENZA 

FIORENZUOLA D'ARDA PERUGIA VOGHERA 
DEPENDENCIES ABROAD 

Representative Offices: NEW YORK - 1, Wall Street — LONDON E. C. 2 - T.LE.C. - 54, 
Threadneedle Street — PARIS - 4, Rue de la Paix — FRANK- 
FURT a.M. - Zuerich-Hochhaus, am Opernplatz — ZURICH - 
T.I.E.C. Aktiengesellschaft, Schanzengraben 23 — MONTREAL - 
T.LE.C., 1425, Mountain Street — RIO DE JANEIRO - T.LE.C., 
109, Avenida Rio Branco — CARACAS - T.I.E.C., Avenida Urda- 
neta - Edif. Sudameris. 

Branch in Spain: MADRID - Calle del Principe, 12. 
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